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ABSTRACT 


An important question associated with the 
pricing of crude oil is whether the interests of the 
provincial governments, who own the majority of the 
Khowneresenvesnot ocrude;s are consistent with those 
of the producers of crude. There are a number of 
possible divergencies between the interests of 
producers and provincial governments. The most 
important source PSe ene oce emac, the larges:, pro- 
ducers are integrated and alsc have a low degree 


of self-sufficiency in crude. Their interests as 


ie) 


buyers of crude outweigh their interests as producers. 
The largest integrated oil company in Canada, Imperial 
Oil, is generally accepted as the price leader in 

the andustry. 

An attempt was made to determine whether the 
price of crude was more consistent with the interests 
of the integrated oil companies or the provinces. 

This approach was not wholly successful because a 
study of the demand curve facing Canadian crude failed 
to explain fully its position in the North American 
markets. Canadian crude enjoys a "Special status" 


relative to other imports from other countries. The 


presence of non-price factors makes it very hard to 


je 
h- 
- 









edt ritiw -bedsl waer aviceeip sacisceie ee > ioe 
ay! Oo atleeisc of? .uicerts af 220 Se6so. to atso Pag 
/ 
wu $0 “lite*é6e sar Awe off ade eentipaty fetonivene 
ANS Lod.% sos sieHib SEH. obeys. 30 PSS GENT TIWERTA ) 
20 4 1 6 Saxe Staal. eS 1 BRUTE” act. 30 
a syeiai afd oeszcead sa orepiovin sic seaoy 
vi 20 wpe Dp te dopekys =f% ‘Eatl ¢sesvbo rm 


; 

! : 
n i: gt’ tet me ?_eehh @ 2 pee Soe : 
| | | ; 


. : ti tim? abou af Socela) ieee ; 
—_ oe w+ felowiwe slag: ter Saal 
er ' ( unguroo.- (fo fede tpedatl dedeil Ga ; 
4ygoss.. (itesSnee eh Se _. 
-yreavhel wi. : 
a7 ‘29> od Sbpor gew Sameer as a | 
ahha ded s+. dtbss re rai es casita Bie ripe *o mlzg Da 
Heewit o> a2 - astiacone, Lig haganendind mid Wo | - 

6 o8ncos1 to Yaeieode xfhene on sow Hocermpe aht = 

Belize? obi“io, set bone) pick Sa eatin sane att Yo WAS: 

sicaaaitat GAM, wee 


ake 


determine what should be the price of Canadian crude 
to be! on the orice elastic portion of its demand 
function. From the drop in the price of U.S. import 
tickets over the last two years and the price trend 
Os bocheUass and Canadian crude’ over the “last "decade, 
it seems that Canadian crude is underpriced although 
the information for a precise measurement of the 


gap is at present not available. 
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Chapter 1 
INTRODUCTION 


Meine rwinter of 1971-72, when the Alberta 
government decided to raise its revenues from the oil 
industry, the reaction of the companies involved was 
immediate. Their spokesmen came to the government's 
hearing, arguing that any measure affecting their 
profit margin was going to compel them to increase 
the price of crude oil. This increase, it was argued, 
would endanger the marketing prospects of Canadian 
crude. The government was maintaining that it was 
possible, without any harm done to the competitive 
position of Canadian 011 in North American markets, 
to increase its revenues from taxes and royalties. 

These opposing views once more reflected the possibility 
of conflict that exists between the goals pursued, 

both by the government and private companies, although 
they both are probably interested in obtaining the 
highest returns from the exploitation of that resource. 

The purpose of this study will be, first to 
try to identify the goals that are most likely to 
motivate the activity of the government and the companies, 
whether they have a multinational or more local character; 
and then see how the system in which they are operating 
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allows them to attain these goals more fully. This 
will be the undertaking of Chapter 3. Chapter 4 
will try to tackle the question of the competitive- 
ness of Canadian crude in North American markets by 
determining the demand curve facing Canadian crude. 
Before putting the reader in the midst of the dis- 
cussion, Chapter 2 is intended to give some sort of 
historical perspective to the development of the 


Canadian crude 011 industry. 
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Chapter 2 


HISTORICAL SETTING OF THE CANADIAN 


CRUDE OIL INDUSTRY 
DEVELOPMENT OF CANADIAN CRUDE OIL INDUSTRY 


Although there 158 quite.a long hastory_of 
crude oil exploration and production in Canada, it 
was not until the Alberta Leduc oil discovery in 1947 
that the real foundations of today's Canadian crude 
O11 industry were laid. Crude oil production can 
first bevtraced back. to 1862,im Ontario, and there is 
even evidence of 011 discoveries as early as 1858. 
Crude oil production was then concentrated in the 
Oil Springs and Petrolia districts of Southwestern 
Ontario; it reached a peak of 829,000 barrels in 
1894. It was to decline later to a level of less 
Ehane2007 000 barrels. 

This crude 011 production led to the estab- 
lishment of refineries in that area. In 1867 there 
were 25 small refineries, with an average daily 
Capacity of 70 barrels each. 

In the early 1900's, the Stony Creek field 
near Moncton, New Brunswick, was brought into production; 


but it was never to exceed the 31,000 barrels per year 
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mark. In 1920, the Norman Wells oilfield was dis- 
covered in the Northwest Territories; its production 
peaked at 1,224,000 barrels in 1944 when oil was carried 
through pipeline to Fairbanks, Alaska, as part of the 
war effort of the Allied forces under the Canol 
Project. 

Although oi1 was known to exist in Alberta 
as early as 1788 when Peter Pond, a northern explorer, 
noticed o11 seepages from the tar sands in the Fort 
McMurray area,! it was not until the end of the nine- 
teenth century that some form of systematic search 
for O11 was undertaken. Gas fields were first dis- 
covered in Medicine Hat in 1890 and then in Turner 
Valley in 1914, which also yielded a small amount of 
very light liguids. 

The first Significant crude oi] discovery in 
Alberta was alse in the Turner Valley field in 1936, 
just west of the already known gas field. Continuing 
exploration efforts failed to result in another discovery 
and hopes for such an event were fading. Then in 1947, 
the Leduc oil discovery changed all expectations; it 
was followed by other major finds (Redwater, Pembina) 
which together built up the Canadian crude oil industry 
to its present prominent rank among Canadian industries. 
At this time, exploration was spreading to the whole 
of Western Canada and it brought finds in British 


Columbia, Saskatchewan, and Manitoba. 
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During these prolific years, Canadian crude 
O11 reserves were boosted from 72 million barrels in 
toemeont >t ton in so0, to 9 oll bron barrels 
im Lot. Production followed a Similar increasing 
Erend ftom the 920.230 barrels per day Mark in TSS, 
it jumped to 604,849 barrels per day in 1961 to be 
at the 1,453,900 barrels per day mark in roype 

Most of the increase in reserves and production 
belongs to the province of Alberta which, (see Table 1), 
has about 88 percent of all the known Canadian reserves 
of conventional crude cite and accounts for 68 percent 
Of the total Canadian crude production. lberta, the 
major Canadian crude producer, is then followed by 
Wial is here termed as the three minors——erstirsn 
Columbia, Saskatchewan and Manitoba. Far behind these 
producers are Ontario and New Brunswick, and Northwest 
Territories, which have a relatively negligible share 


of the Canadian crude industry. 


Table 1 


Canadian Crude Production and Reserves 





Pay Oe Vo sb eN eC Ee 


Alberta Bac Manitoba Others Sask. 
Reserves — 9 7,495,567-271,499 59,953 50,000 681,792 
(000 Bb1) . ) 
near 982,500 69,500 15,400 5,400 242,300 


a 
—eee—————e———EaeaaeeaeaoaEaeaaoaoaouoaoaooaooaoaoaoaoaoaooaoaouooeooeeeeeeeeeeeeeeaoeaaqaqaqaqaqaqaoaaeaaee eee eee SS 


Sources: The Canadian Petroleum Association Statis- 
tical Yearbook, 1970. 


ODL Week Febrigig 1972eep. o1. 
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NATIONAL OIL POLICY 


The dramatic expansion of Canadian crude oil 
since 1947 has profoundly altered the picture of the 
domestic crude supply over the years. From an almost 
total reliance on foreign crudes (mainly United States 
and Venezuela) to supply domestic needs, Canada has 
today reached a stage of "qualified self-sufficiency" 
and even Of being a net exporter of crude o11. This 
evolution is shown in Table 2. 

The term qualified 'self-sufficiency' deserves 
more explanation. In 1971, the total Canadian crude 
production very slightly exceeded the total Canadian 
Grude O11 Consumption, but in spite of that, Canade 
remains a fairly important crude 011 importer from 


Venezuela and the Middle East countries. The numbers 


Table 2 


Canadian Crude Self-Sufficiency 


a ae en a E UEEETT 





EXpOrts imports 
Year BEA SKA Pett b/d : 
SACU SAG Aca esc (b/d) (b/a) 
1946 196000 21000 cine Nil 174000 
L951 353000 130000 38 1000 228000 
LY55 537000 354000 67 45000 237000 
1961 807000 605000 78 185000 365000 
1965 2/2000 800000 82 295740 394000 
ere. 1410000 1453900 onl ae 755000 6 80000 
*D-Demand; **P-Production 
Sources: C.P.A. Statistical Yearbook, various 
issues. 


Oilweek, various issues, 
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are such that the amount of crude imported about equals 
the amount of crude exported (see Table 2). 

The reasons for this situation are several: the 
crude requirements of the United States, the Canadian 
National 011 Policy which restricts the flow of foreign 
crude in some parts of Canada, and finally the avail- 
ability ©fMeheaper! ft oreign’ sourcessof “erude’ in Eastern 
Canada. At the Ree of the 1950's, the crude o1i1 reserves 
had grown very fast in Western Canada and the rate of 
new discoveries was still quite high. 

All the increase in "potential" production was 
not matched By Mone saeny marketing progress of Canadian 
crude on the North American continent. The huge 
investments frozen in’ that unused capacity had an 
especially painful impact on the small independent 
crude producers whose financial prospects are very 
much tied to the amount of revenues they can obtain 
from the production of their reserves. Attempts by 
the independents to convince the federal government 
tO) but dtaepi ped tne LoseMontreateand  restrict#therfree 
entry of cheaper offshore crude were unsuccessful. 

This plan was opposed by the refiners of the 
Montreal area who would lose access to cheaper crude 
and also by the U.S. government. The U.S. government 
had been restricting the flow of Venezuela crude in the 
U.S. to show their discontent for some moves of the 


local government, @ but it did not want these restric- 
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tions to throw the Venezuela economy into chaos. The 
continued Venezuela exports to Eastern Canada were 
viewed as important in maintaining the Venezuela oil 
industry and preventing excessive stress on the industry 
that could induce the government to take more extreme 
measures against U.S. interests. 

Finally, in 1961, following the presentation 
of the Borden Report? to the federal government, the 
Honorable George Hees, Minister of Trade and Commerce, 


6 It was a compromise 


announced a national oi1 policy. 
between options of the Canadian crude oil production 
and three ways were set to realize that goal. 

First in the Ontario market, Canadian domestic 
cruce and products should replace all foreign crudes 
and products, thus leaving the Montreal market open 
to cheaper offshore «sources of crude oil. Second, 
refined products from foreign crudes of imported 
products should be replaced by products refined from 
Canadian crude in all of Ontario west of the Ottawa 
Valleys (the N2O2Pawdine).\ wthirds sincetthe future 
rate of increase in Canadian production stemming from 
this new market would not be very satisfactory to 
Canadian producers, a special emphasis was placed on 
export promotion to the U.S. markets. In the view of the 
Canadian government, the responsibility for this export 

A 


promotion rested primarily with the major producers’ as 


was clearly stated by Mr. Hees in a speech to the 
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Canadian Petroleum Association: ® 
While the government looks to the major inte- 

grated o0i1 companies with refining capacity in 
Eastern Canada to contribute materially to this 
Polacy, 22 also expects that all producers, especially 
those having afriliations with refiners® in the 
United States, will do their utmost to find 
adait1Onal= market outlets, «/..V’We'Sshali™100k 
for the necessary improvement during our assess- 
ment of the contributions made by each of the 
individual companies to the success of the oil 
policy. 

Following the inception of the oil policy, 
exports of Canadian crude rose to 248,252 barrels 
per day in 1963, an increase of 34.60 percent over 
1961. In the Ontario market, the use of domestic 
crude 011 went from 197,200 to 265,000 barrels per 
day in the period between 1960 and 1963 inclusive, 
while the use of imported crude fell from 10,000 
to 1,000 barrels per day, imported products from 
17,400 to 7,000 barrels per day, and products from 
Suebecrrromeen, JU0"c oF sUY000N barrels per day.? 

The present structure of the Canadian refining 
industry has been very much affected by the national 
Oil policy. Although Southern Ontario is the major 
population and industrial centre in Canada, Montreal 
is the major Canadian refining centre. All the 
Ontario refineries are supplied with domestic Cana- 
dian crude, even though this is not always the cheapest 


19 and all Quebec refineries rely on cheaper 


source 
‘ovals ) gaeeiat els (=% 


AC the end OF 1971, Golden Eagle brought on 
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10 
stream a 103,000 barrels per day refinery in Quebec, 
Irving doubled its Saint John refinery to 110,000 
Dasrels peredaVveand.Gult now has a 80,000 barrels per 
day refinery at Point Tupper, N.S. These developments 
plus the further addition of a 100,000 barrels per day 
refinery at Come By Chance in Newfoundland, wili reduce 
the Canadian crude self-sufficiency ratio. That is, 
Canada will be again a net importer of crude. 

Nevertheless, this deficiency wili be somewhat 
SebanetUMctongs nce, an important Share, Of the, output 
Of these new additions to the refining capacity of 
Eastern Canada is for export to the United States. 
(Come By Chance output will be almost entirely for 
Spore rGs ne s.o. Mu lluareCiy  Conada ISenow. pEeduci ng 
more crude than it consumes domestically, and in view 
of the prospects for increased use of Canadian crude in 
the U.S., this trend should get even more pronounced 


with time. 


Table 3 


Refining Capacities in Canada, 1972 
(barrels per day) 





ee en oe Sipitepttattdne ne stesogeeet 
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Province Capacity Province Capacity 
BG. 2/200 Ontario 392200 
Alberta AP ctay§) Quebec 578500 
Sask. 65100 Maritimes 281800 
Manitoba 48500 N.W.T. 2800 


Canadian Total: 1,666,550 
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FOOTNOTES 


. Ree Hanson, The Dynamic Decade, (Toronto: 
McCiettand and Stewart, 1958), py 40. 


Phew Canad Wan reer OLeum ASSsoctecllton- Stacustic 
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3Excluding synthetic crude, i.e., Athabasca 
tar sands. 


4eaward Shaffer, The Oi1 Import Program of the 
-United States, Praeger Special Studies in International 
Economics and Development, 


“This Royal Commission on Energy published two 
reports. The first one waS mainly concerned with the 
development of prospects for Canadian natural Gas. The 
second waS more concerned with the prospects of the oi 
Industry. 


Owe rd: Henderson, “Canada's National O11 Policy," 
(unpublished M.A. thesis, University of Alberta, 1970). 


‘More will be said about the major production 
companies in Canada in the next chapter. 
Scited in "Oil in Canada, me idhChw 75.94 6. 


s 


Alan R. Plotnick, Petroleum: Canadian Market 
and United States Foreign Policy, (Seattle: University 
of Washington Press, 1964), p. 136. 


10More evidence on this question will appear 
im chapter: 4. 
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Chapter 3 


ECONOMIC AND INSTITUTIONAL CHARACTERISTICS 


OF THE OIL INDUSTRY 
PRICE ELASTICITY OF SUPPLY AND DEMAND 


The early development of the United States 
crude 011 industry is a continuous succession of 
highs and lows, cf good and bad times.? within two 
years of the first commercial discovery of oil in 
the U.S. in 1859, while production was increasing from 
LZ00PTOSe5000 barrels periday, the! pricevofva barrel 
Ose cruderretierr om ten doliars totten cents; roselto 
$8.06 in 1864 and fell back down to $2.41 in 1867. 
This period marked the rise of the Standard Empire and 
1f°is estimated that, in 1904, 88.7 percent of all 
petroleum dealers in the United States were buying 
from the group and its affiliates; this near-monoply 
was broken down in 1911 into 33 smaller units by the 
U.S. government. 

In the 1926-31 period, which was marked by 
major discoveries, the posted price of Mid-Continent 
Grude went® t0s$2.129.a barrel iny 1926) \thens ranged 
between $1.28 and $1.45 for the next four years to 


plunge to $.32 in mid-1931 when 011 was sold in East 
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13 
MexasesOreas Miteticilas tenscents a barreTy These 
drastic fluctuations were not caused by the erratic 
behavior of exploration successes, since all these 
years showed increases in crude reserves, but by the 
compelling pressure on producers to produce as soon 
as possible the reserves they had discovered. These 
pressures stemmed from the basic characteristics of 
the oil industry--the presences of heavy fixed costs 
and the law of capture. 

Under the law of capture, each operator in 
eee) SeciadhoweorlU srom=tcne spools 168s not his 
Derorewrt flows ehroughnenis pices. “Hence ) it “isin 
the interest of each operator to take as much oil as 
fast as possible since what he does not take can be 
taken by his neighbor.? Operating costs in the oil 
Industry *accoune -£0r-atrelatively small share of “the 


S and these costs are the 


EGtal SCOstSMOL productron 
Only -Ones #ehat “can "be saved by contracting Output. 

The consequence of that preponderance of fixed costs 

is a strong emphasis on volume and continuity of 
operation. Since sunk costs can be recovered in part 
Or in whole only from current revenues, price can fall 
very low before the operator finds he is better off if 
he stops production. O11 supply is thus rendered very 
unresponsive to price changes (i.e., is price inelastic) 
Diethe shorter uns 


On the demand side, the oil industry is also 
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endowed with some unusual aspects. The demand for 

crude oi] is a derived demand, that is, a demand 

created by the demand for petroleum products. For 

some uses, they have practically no substitutes; this 

is especially true for gasoline, aviation turbo fuel, 

diesel fuel oi1, and lubricants, and these account 
LOrso0epercent Of Ene pooduct yield of Canadian 


3 In transportation and other 


refineries in 1971. 
specialized uses, liquid fuel has overriding ad- 
vantages compared with potential substitutes. In 
other uses, like boiler fuel, many large users have 
equipment designed to operate readily on alternative 
fnelsbandawouldyshatttreadilysfrom: oil) ifgerchange 

in price should favor a substitute (coal, electricity, 
eccey 

Ineshore Someproducts: used For’ stataonary 
heat and power are more likely to be in close com- 
petition with other fuels in identical uses; but in 
many cases, as in home heating, where equipment is 
usually designed for a specific fuel, substitution 
would be guite prohibitive and the price elasticity 
of the demand for oil would be very low. 

In addition, since fuel and lubricants are 
usually a small portion of the total operating 
expenditure of the equipment in which they are used, 

6 


including the family automobile,® a change in price 


WOULGOnGE Lendetoshavemmuch effects onsthel demand for 
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ED 
these products. An aggregate demand that fails to 
respond rapidly to changes in price exposes the industry 
Phat Supplies, it boswide.price fluctuations. ,.An 
inelastic consumer demand in the face of a fluctuating 
and inelastic supply constitutes a volatile economic 


setting, as was demonstrated by the examples above. 
THE PROVINCES AND CRUDE PRODUCTION 


Table 1 in Chapter 2 documents the level of 
exude, O11, production by provinces .in Canada. Although 
the provinces are not the producers as such or, more 
precisely, the operators that extract the crude from 
the ground, they are by far the largest / owners of 

the resources in the provinces with the largest share 
of production, and as such they have unmistakable 
Interests in the crude. production. Their ownership 
entitles them to rents which are called royalties, 
that operators have to pay to be allowed to exploit 
the resource. These royalties are usually calculated 
aS a percentage of the price paid to the producer 

for every barrel of oi11 extracted. In Alberta, the 
maximum royalty payment is 16 2/3 percent; it is 16 
percent in Saskatchewan, 12% percent in British 
Columbia and Manitoba. 

Royalties are not the only revenues accruing 
to.the province from the o11 industry. Other revenues 


are. bonus payments, from the sale of land leases, 
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exploration permits, periodic fees from leases and 
permits, taxes on products, a share of the corporation 
income tax, etc.® The royalty is the major source 

of revenue and it is also the only one which is 
directly based on production. Since the royalty pay- 
ment is an "ad valorem" form of tax, two main variables 
are of importance in determining the size of the 
“government's share: the price and the physical amount 
produced. The powers entrenched in the provincial 
government enables them to establish controls to 
affect both variables. 

The total amount of oi1 recoverable from a 
given pooi is very much dependent upon the rate of 
Gxtraculon ofrecrudesons® 2Whensacpool is®rapidiy 
depleted, the resulting fall in pressure may cause 
gas or water to come into the pool and may damage it 
permanently. In most pools maximum ultimate recovery 
is obtained when the oi1 is produced at or near a 
given pressure. This can be achieved through a given 
rate of production or, in other cases, where the 
natural drive mechanisms are not efficient enough, by 
artificial means that maintain or restore a given 
pressure (for example, injection wells). Therefore, 
considering the total capacity of a pool and the 
impact of different rates of production on ultimate 
recovery, maximum efficient rates of oil production 


(MER) are established: 
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In provinces such as British Columbia and Sas- 
kKatchewan and Manitoba, this MER coincides with the 
MPR, the maximum permissible rate of oil production 
as established by the regulatory authority of these 
provinces. In British Columbia and Saskatchewan, 
this MPR is assigned on the basis of wells (i.e., 
different wells in the same pool can have different 
MPR), whereas in Manitoba, it is granted on the basis 
of pools ( i-e., all wells in the same pool have the 
same allowables). 

In Alberta, where the actual potential pro- 
vincial production or peak MER capacity is about 
2,108,000 barrels per day,” the actual production is 
only 982,500 barreis per day, because the MPR's as 
granted by the, Board do not coincide with the MER's. 
Atbperta SmOuLrbUcmls goopOrated &£O market demand. ‘The 
dramatic potential price instability of the oil 
industry documented at the beginning of this chapter 
can certainly be very detrimental to any agent whose 
revenues are based on the oi1 production and this is 
the case for all Canadian producing provinces. It 
is only a more frightening outcome for Alberta than 
for others since it is the most important producer, 
O11 being possibly the most important basis of its 
present economy and of its future. Alberta also has 
a potential production that could more than saturate 


the woioLre Market for Canadian crude, which other 
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Canadian producers of lesser importance could not do. 
To avoid that highly undesirable outcome, Alberta has 
initiated a system of market demand prorationing. 

Such a prorationing program was initiated in 
Alberta in 1950 and it is administered by the Alberta 
Oil and Gas Conservation Board as provided for by 
section 36 of the 011 and Gas Conservation Act of 


10 The Board has the power in the 


the province. 
interest of conservation and equity between owners 
to restrict the amount of oi1 or gas that may be 


produced in the province by: 


1. fixing a provincial allowable not exceeding the 
market demand as determined by the board, 


Joaeealorcating the proyvinelal, allowable £Or O01] @n 2 
reasonable manner among the producing pools 
iieche oLOvinee why faxing the amount Of O12 
that may be produced from each pool without 
waste to meet the provincial allowable so 
determined and, 

Se distriputing the poreion Of the provincial 
allowable allocated to a pool in an equitable 
manner among the wells in the pool for the 
purpose of giving each owner the opportunity 
Gf producing Or receiving his just’ and a 
equitable share of the oil in the pool. 

Each month, purchasers of Alberta crude oil are 
required to nominate for the amount of oi1 they wish 
to purchase in the following month; the sum of their 
nominations represents the market demand for Alberta 
crude oil for the month. The market demand is then 

adjusted to take into account the amount of oi1 to be 


produced from wells classified as marginal. or 


incapable pools and from minor unprorated pools. 
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19 
After having established the adjusted market demand 
each pool is allocated part of the demand on the basis 
of factors such as ultimate and remaining reserves. 
Once this has been done, any pool which has been 
allocated less than what is termed a floor allcwance 
based on its depth has its allowance increased to the 
level of that floor allowance, this addition being 
subtracted from Sao that received more than their 
floor allowance. Then the pool's allowable is divided. 
between the wells on the basis of the amount of 
acreage relative to the total acreage of the pool, 4 
so in Alberta, She MPR is usually smaller than the MER. 
The advantages stemming from the enactment 
of such a scheme are manifold. First, it ensures a 
greater price stability by preventing giuts or scarcity 
of .crude 4011 “onathe market for Canadian crude. »This 
DELGeRStabiint yethenesprovides, the provinceswithia 
more predictable stream of revenues and minimizes 
the potential economic instability that could be 
induced by the fluctuations of fortunes of the oil 
industry in the province. Second, it helps the 
province to reduce the concentration of crude production. 
As will be documented later in this chapter, 
the operating agents of the oil industry are for the 
main part integrated multinational corporations. They 
are also the main buyers of crude oil. Without the 


prorationing system, these might very likely be 
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induced to rely mostly on their own reserves, thus 
restricting greatly the marketing horizons for smaller, 
unintegrated and often domestic producers for whom a 
Steady stream of revenues is a matter of life or death 
fOr thet Operation. “Thus the pian may be viewed as 

a means to Open the market to more operators by giving 
to each one of them a just share of the market. A 
greater number of Operators can have a positive effect 
on the government revenues by inducing a more com- 
petitive bidding for the exploitation of the province's 
resources. 

This scheme also "officializes" the leading 
LOlesexerted by Albertafton tthe™Canadian crude oil 
industry since Alberta appears as the only one that 
can meet increments in demand and is the only one 
that really faces the market demand. The inability 
of other provinces to meet increases in demand is 
easily demonstrated if one looks at the production 
trends (for the producing regions in Canada over the 
last few years. Table 4 will show the total production 
of these provinces vis-a-vis their reserve poste one 

In spite of large increases in demand for 
Canadian crude over these years, the Saskatchewan and 
Manitoba production is now slowly decreasing and 
British Columbia seems to have crested. Alberta 
is left to absorb the total increase in demand for 


crude and also to offset the decrease in the total 


20 
























engl sayrseat es) whey oo: Ape 
erties yoY ade iti sagigher ads ~iog6@ soieniee 

’ 7 

aie tht. 2teurbo $y?! ‘pS agp ROS ng yre 2 ed i‘ 

PRot > x an vt sl Shit 4 si apatites 9a nig set 10 : 

Pieaty od Yarn Hadq Ot eer. snea nes ep att 7 

irl a2 2a gg SPOkMigg, SaekseR aihs Soa of Salil 

a=) s TOA As 7 tS ee | ele Sete” bs iret a" ies doa te _ 

“4 { Heo S Tose ySge » ae wandie coneety : 








= 


wir ie a ants ae Fe Sa a ft seme soto eine an 
_— _ ( jo od adhd ese Srisi gorte aii =i4ageq 
ae ry im te Sg ; 
; A ; . at. - | _6 Ne 
opfbcad pric" 24asvFie2 e506") aul Sie aerine bere 


Goorin ital tine Grol i Saree Ri Rl 
. cD, *. Sortie ASW can aaa acre ot Leelee 


brirteb thle sedetcoh eke od aerewoee 9 : 


fuantaesehorg Gris Ak eee cela a Aas iach aa ast 


(ovo (‘es iiTia? 21 Ere ioe t Sin Pella bis prt nn’ ir 


, 
fidiasarkesag LnI0 3 nie vais fiiw: > Sider hake sna 1 


£, - 





a 


an a 


Notes Leaca Sv4 OMS yu: a aibeaks sontveais 


.t > mas Eau 


o> buen ob at tenis apts a 


frie 
toe a 





ope 


“OL6T, HOOG4e@a, TeSTasS 1 Acie) ved jee oo oe 


*oTqetTreAe FON - VN« 
aca a 





WN WN WN *¥N OOvST 00669 OOETHZ 0O0SZ86 TL6T 
ES66S 66PTLZ 76LT89 LOSSGEPL Z6TOT E8h69 69TSHZ €€0768 OL6T 
ZERO EecGl cm G6OCSSO & SGLCPSL 6669T OPE69 696E7 PO8VOL 696T 
ETLLO Sponge @ © cOSO0CL M6 lOEScL ZS69T €ZS09 SEOTSZ SO6P89 896T 
99099 9PZP6T €09SZL 6POOEOL EOEST VS8EG feGee? GTLOES L96T 
9€E8G P8LE9IZ S8L969 OO0SOZLI TEEPTt P8SSP ZOEGSZ GI87ssS 996T 
TLOTP ZZ8TSZ ~L9TI9 9896 TLS EGGCT 9069€ LTISObZ G9ECOS G96T 
“Ue [Oud “xSeS Peay “UeW Toe “xSES “CITY 

Tear 


(sTeazeq 000) SeAresey TToO (P/Q) UoTIONpoAgG TTtoO 
eae SSS SSS eee eee 
spuerL uotyzonpord TToO ueTpeued 


p eTqeL 


7 


b ahd ‘ 


— 
7 





TAs Soirisays 





= 


mAs 





rats « ~ ’ = 
7 * 
= _——— rt = — * * 
+ 
’ 7 
’ 
« ae ‘ Ww . 
= . * 
* 
1 vr : * ' 
. * 
a i 
~ 
‘ 
: , 
hd $4 4 
My ' 
} 
2 - : 
* * ’ 
d “a + ‘ 
’ * 
q 
*y , 
‘ a 
a . 
. ’ 
* 


production of the three minors. This illustrates well 
that British Columbia, Saskatchewan and Manitoba oil 
producers operate at MER(MPR=MER) whereas Alberta's 
producers don't (MPRAMER), which provides Alberta 
with an unused capacity of 1,036,000 barrelst3 per 
day in 1971. It should be noted, though, that this 
unused capacity could not be brought instantly on the 
market because of constraints imposed by auxiliary 
facilities. So the peak capacity adjusted for field 
and processing capacity and main line capacity is 
1,320,000 barrels per day and the actual provincial 
erude O11 Operational capacity is 1,254,000 barrels 


per day.14 


THE OPERATING AGENTS OF THE OIL INDUSTRY 


Up until now, this discussion of the oil 
industry has introduced only the provinces, among 
those interested in crude production. As mentioned 
above, the involvement of the provinces in production, 
although real, does not consist of physically extracting 
the crude. This is the work of the private entre- 
preneurs or corporations; they bring the know-how and 
the money required for finding, developing, and producing 
thevcrude,. § lt 1S not possible, as) it was for the 
provinces, to present every one of these operators 
with their production reserves, because there are too 
many producers and not enough information is available. 


Im addition, it is not necessarily relevant to the 
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23 
discussion. What is of interest is to define if 
possible what kind of behavior is probably in their 
self-interest and see if the achievement of their 
gOals is compatible with the provinces' interests. 

This implicitly assumes that, somewhere, 
someone might have the ability to influence the crude 
market. If the market is a competitive one as defined 
in economic theory, it would be quite irrelevant to 
try to find those who could influence the market and 
make it work in their own interest. There are, in 
the history of the Canadian crude industry, clues to 
arouse such a suspicion, 


Duringethe i? 950s s-the, Canadian crude .071 


' 
industry was developing at a very high rate. Many 
companies got involved in production and were fighting 
hard to market their reserves. The Canadian market 

was then quite a competitive market. Many different 
crudes were imported in many markets and there were 

no administrative restrictions on the flow of oil. 

TO gain markets, Canadian crude had to fight a hard 
battle and all the 1950's were marked by very frequent 
price fluctuations. More than a dozen times the posted 
prices of Canadian crude were changed.14 From $2.78 

in October, 1950, the posted price of Redwater fell 
iste pseor $2.8 5-fim Aprilend052; tomincrease tho: $2.645 
Enh eee OS Ishett. qrasetthany $2485) int 1O55i ni .63ein 


RO res tae, 5 2hrit OS Ine Then) ImuiMay,.o 962.6 thetipriice 
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was set at $2.62 and remained there until December 25th, 
1970, when it was raised to $2.92. Why that sudden 
Stability? 

The year 1962 was an important year for the 
Canedien O11, industry: the National Oi] Policy went 
into effect. From then on, all the Canadian market 
west of the Ontario Valley Line was a captive market 
for Canacgran crude. Canadian crude did not have to 
SFompeterwlti imports. This protection was expected 
to bring some greater degree of stability for Canadian 
Grude prices, but this Stability was total. The oil 
industry is constantly complaining about the increasing 
costs, but the price of crude remained constant for 
eight years while inflation was slowly eating the 
value of the Canadian dollar. Prices increased in 
fhe Uso, OUL the Wcreases were noOtgmatched by 
Canadian crude prices.1® 

The only element that was to spark a price 
increase in Canada was the settlement of the major 
OL conpanies with the O.P.E.C:°countries in 1970 
which raised the price of offshore crudes. This 
peculiar price behavior suggested, in our estimation, 
that once the outside influences were removed, someone 
seemed to have been able to control and maintain very 
effectively the price of ee slew crude. But the 
proposition that there was really an administered 


price of Canadian Crude is hard to prove. To find 
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25 
someone in the oil industry who could affect the 
pricing of crude, and then try to find where his 
interests lie, might meanwhile be an enlightening 


step. 


Concentration 

The demand for crude is derived from the 
demand for the products and those who make these 
products are the refiners; these are the only outlets 
fOr aferude producer. ieA Iaist of abl the Canadian 
producers is not, as far as we know, available, but a 
list of the Canadian refiners is easily made and appears 


Ine Pable 5. 


Table 5 


Refiners in Canada, 1972 





mm ataees 


Number Capacity 
Company of 9%, (Eye % 

Plants 
Imperial Oi1 (Esso) 9 22 447,000 26.8 
Gulf Oil 8 19.5 327,900 rer 
Shell Canada 6 14.6 248,000 14.9 
Tea 4 9. dei 2,008 8.5 
Golden Eagle 2 epee SESS Sele) be 
Irving Refining a 2- Ame) .08.,000 6.5 
Be Pee Oi “4 4.8 107,000 6.4 
Petrofina Canada 1 2.4 765,000 3.9 
Others om 19.4) 206,250 6.4 
Total: Al 1,666,550 


aaa S_ 


Sources, Onl week, edunes5,@1972inp.a233 
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26 
Woatcels sreriking from that list is the 
relatively small number of buyers of crude. But the 
above list must be modified for our purposes. Many 
of the above refiners do not use Canadian domestic 
crude since they are operating east of the N.O.P. 
Line.+/’ aA new list, including only those refineries 


using Canadian crude, is shown in Table 6. 


Table 6 


Canadian Refineries West of the NOP Line, 1972 


rc re a Se EE et eee. 
aes 





Number ce ata 
Company of % eee % 
Planes 
PMS tad. 7 22 O21 OOO 34.3 
Gulf 6 Cee oe UU Dekexs) 
Shell 5 Melee O00 18.4 
Texaco 2 eed 60, 000 7.4 
Others 8 26369 24175650 Gla 
Total 28 805, 850 


= 


Table 6 seems to emphasize what appears to be a strong 
concentration by four companies: Imperial, Gulf, Shell 

and Texaco. They control 82.4 percent of all the refining 
Capacity west of the NOP Line. The depth of their involve- 
ment in production only is shown in Table 7. Only 29 
percent of Canadian crude production comes from these 

four companies. In fact there are a large number of 

small crude producers in Canada, creating a situation 
whereby there are many sellers of crude but just a 

few buyers. So, if some operators can really affect 


the pricing or output of crude in Canada, they should 
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be found in the refining sector which lends itself 
easily to the exercising of some form of monopolistic 
power. If these major refiners are looked into, one 
finds many common chacteristics among them of which 
the most «striking are their complete vertical inte- 


gration and their multinational character. 


Integration 

Integration always seemed to be a fact of life 
Inethewotlnoustry. The first major O11 company 
(Standard Oil of New Jersey) was completely integrated 
and when it was broken down into 33 smaller components, 
each of these then strove to achieve integration?® 
again within their own operations. 

Integration, it has been argued, is a way to 


dampen the extreme potential variations of fortunes 


in the risky business of 011. The discovery of crude, 


Table 7 


Company Crude Production and Reserves, 1970 


—~ 


Production Reserves 


Companies (b/d) % (000 barrels) % 
Imperial 170,000 14.0 1567/7000 ERS: 
Gulf 92,900 Ed te 580, COO 6as/S 
Sheil 67,700 5.5 485, 000 5.67 
Texas 26.000 2a0 (not available) Sess: 
Total BE355, 700) 92980) 9255327000 30.75 


Uerole fOunCanada:gyd , 2258090 


Source: Pinancial Post Card Service. 
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28 
in spite of all the geological and geophysical know- 
ledge now allowed by modern techniques, remains a 
risky endeavor. The OnLy way to know for sure if 
there is 011 is to drill and even that, because of 
bad drilling practices, can bypass a producing 
horizon. So there seems to be widespread reluctance 
among larger companies to gamble all their present 
existence and future exploration on the probability 
of a lucky strike. Integration then appears as a 
diversification of investment into more secure areas. 
Should the hazards of explorations be adverse, crude 
could be bought, refined and marketed, thus keeping 
the firm alive and possibly in a still healthy 
financial position. Revenues accruing from higher 
steps in the integrated chain could also be diverted 
below to finance new exploration. 

Other arguments in favor of integration pertain 
DOsthe speciticmatire or erudé olla volatile 
product. whose storage and excessive hauling could 
adversely affect quality (evaporation of certain lighter 
fractions for example). Integration then appears as 
a more efficient structure to handle this peculiar 
product. In addition, integration has often been 
undertaken to assure more reliable sources of Supply. 
The investments are so huge in the oil industry that 
the steady flow of oil must be insured; ownership by 


a refiner of its sources of supply is one means of 
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29 
ensuring security, long-term supply contracts is 
another. At the other end, integration is also used 
to provide assured marketing outlets. There are alsc 
‘special crudes that no existing refineries could be 
equipped to handle profitably; it then pays the pro- 
ducer to build his own adapted refinery, thus increasing 
the economic value of his crude. Such were the heavy 
‘crudes in Saskatchewan, which few refineries could 
handie profitably. A specially built refinery was 


set up in Minneapolis, St. Paul, to use this crude. 


’ 

This example is useful to show that such situations 

Can occur, but in this case the building of the Great 

Northern refinery was the result of inter-company agree- 

ments and not the result of an intra-company decision. 
From the particular nature of the province's 

oil revenues, it is quite clear that, once the amount 

of oil to be produced is set, the highest possible 


19 will produce the largest amount of revenues. 


price 
But provinces as such do not set prices. The price 

is set in the transactions between the firms involved 
in the different steps of the oil industry. Refiners 
want to acquire crude and in view of the market 
situation, they can agree with the producers on the 
price that will be paid for the crude. The provinces 
as such are not directly involved in these transactions, 


although their policies can certainly influence the 


outcome. 
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For the producer who is interested in marketing 
his crude, the marginal cost of producing an additional 
barrel of oi1 is not zero but some positive number. 
Many costs are involved for him to have an additional 
barrel of oi1, whether they stem from exploration, 
development, secondary recovery, lifting, or any kind 
of activity whatsoever.*9 From that point of view, 
it is very fOr er at hak both the provinces and the 
producers would not maximize their returns at the 
same price. 

In Figure 1, P-D is the demand curve for 
Canadian snare, ele the marginal revenue curve, and 
MC the marginal cost curve to the producers. For 
Piece OE wGees echo son lee so will maxim zZe—-net revenues 
as MC=O for the provinces; but for the producers, a 
price P, would maximize, instead of Pj, because MC#O 
for them. Two different outputs are also involved, 
Oyen O05 Phe sacral "demand curve today is widely 
assumed to be quite inelastic. 

The Canadian market west of the NOP Line is 
a captive market and the amount of exports to the 
U.S. is subjected to a quota. The situation as 
shown in Figure 2 then occurs. 

The section AB of Figure 2 would correspond 
to the range of prices where no penetration into the 
U.S. market is possible because of too high prices. 


Only the Canadian captive market is served with an 
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Figure 2 
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Note: The government and the companies do not 





essentially face the same demand curve since the demand 
for the government is a derived demand from the companies' 
demand. Since government revenues in the form of royalty 
payment is a fixed percentage of the companies' revenues, 
the points of net revenue maximization for the government 
shall be for the same amount of output if either curve is 
used. 


Sil 





aieunt 0-0, Then as prices fall below Py, penetration 
into the U.S. market begins and when the price reaches 
(Shy pune dlc maximum amount allowed by the quota Q1-Q5 as 
being exported and for any price below E>, HO mere 
erude cam be "sold (at least not until the price falls 
low enough to be competitive with other crudes east 
of the NOP Line). Given a curve MC as the marginal 
cost curve for the producers, in this case a similar 
price P, would maximize revenues both for the provinces 
and the producers (assuming that the section B-C of the 
demand curve is elastic). Therefore, should the pro- 
ducers behave competitively, their objective and that 
of the provinces will be compatible. 

Are the transactions between sellers and buyers 
of crude really made in a competitive manner? The 
high degree of concentration in the refining sector, 
and the particular character of the firms involved, 
cast doubts in that respect. For various reasons 
it could pay the firms to exert some power on the 


market: these reasons will now be considered. 


Taxation 

A country's tax structure can substantially 
affect the pricing policy of an integrated firm; 
special tax concessions or allowed deductions at 
some level can favor a higher on lower rate “of profits 
BEBtiateotven step Or the antegrated chain. In 


Canada, all firms with taxable income over $35,000, 
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pay a 50 percent corporation income tax to the govern- 
ment. But in the Canadian tax system, there is a 
special treatment for firms involved in resource 
extracting industries. 

A depletion allowance is granted in some 
circumstances to firms receiving income from oil and 
gas production in Canada. This allowance permits a 
taxpayer to deduct a fixed percentage of his net 
income from the production of oil and gas in computing 
his aggregate income for tax purposes. Of the three 
types of oi] and gas depletion allowances, one is of 
interest to our purpose: the operator's panier 
allowance. 

An operator is defined as a taxpayer who has 
an interest®inithe proceeds of production from an 
oil or gas well under an agreement providing that 
he shall have the profits remaining after deducting 


21 This 


the costs of operating “the 011 or'gas well. 
Operator is permitted to deduct, in calculating his 
taxable income, an amount equal to 33 1/3 percent 

of the net profits in a taxation year "reasonably 
attributed to the production of 011 and gas resources 
operated by the taxpayer."22 Net profits are the 
aggregate of the profits derived from the operation 

of the oi1 resources, once all deductions allowed under 


thes Incomes TaxnaAct shave sbeennsubtracted. seThishballow- 


aneeristavallabresttovall oil tproducers®in Canada. 
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In addition, if a corporation "passes" the 
"principal business test," it is allowed to deduct 
its drilling and exploration expenses from its 
income for the year from any source. 23 Although 
thisPoption YS open to all producers having their 
main business in oil, it remains a quite useless 
feature wyeo Most Or * them Since many have only one 
source of income. Only the integrated 011 companies 
who all pass the principal business test and have 
income from many sources--production, refining, 
transportation, and marketing--can take full advantage 
of the provision. 

Broadly speaking, depletion allowance is not 
available until a corporation operating mineral 
resources is in a taxpaying position, as mentioned 
in the Canadian Tax Foundation book on page 196: 

It would be fair to state that the large majority 
of companies whose operations consist solely of an 
exploration and production nature have not yet 
attained a taxpaying status and accordingly have 
never obtained depletion allowances. ...A 
somewhat different situation exists in the case 
of integrated oil companies, that is, companies 
engaged in refining and marketing as well as 

the exploration and production phase of the 
industry. A number of these companies are ina 
taxpaying position as a result of having utilized 
their drilling and exploration expenses against 
their refining and marketing income. These 
companies that are in effect paying a tax rate of 
S331 /B 2905 U% OF e662 /3%) Sone their production 
income after deduction of their current year's 
drilling and exploration expenses. 


Tee Canaalan- tax treatment then seems biased 


toward the integrated or against the non-integrated 
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Operator Since they (the integrated operators) can 
write off all expenses immediately against revenues 
from other sources. And it appears in the interests 

of the integrated operator to show profits only at 

thes procMetOnalevelwwhere)theatax wate 15.33.1773 
Percentetathes Ehanythe potential 50.percenk if i profits 
were shown at other levels. 

Dee ie con the strength of an integrated 
firm at each level of the integrated chain, some 
specific form of pricing could then tentatively be 
enforced by the firm. Should a firm be very strong at 
both the aaesaetian and the marketing levels, but rather 
weak at the production stage, it seems likely that an 
incentive exists to have a higher price for crude so 
as to have enougn revenue to ensure that all the 
desired amount of profits can totally be transferred 
to the production stage for tax purposes. 

If such a situation was prevalent in the 
Canadian case, it would support a very common belief 
that the Canadian refiners try to maintain a profit 
squeeze at the refining stage as a barrier to new 


24 Poe disetale lL Lommooy tous Laat 


entries in refining. 
this is the case in Canada, since the production of 
the four majors, although not as large as their 
refining needs, is by no means a negligible fraction 
of their needs (about 35 percent). 


ApVelbacedecase al wilch at) WOULd pay an inte 


G@eated firm to Nave a high price for crude has been 
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36 
studied by De Chazeau and Kahn, 2° but their conclusions 
do not apply in the Canadian case because, aS opposed 
to the United States, where the depletion allowance 
was 27% percent of gross income, the depletion aliow- 
ance “is “cale@ulated on net income. ‘This last tax 
treatment does not lend itself to a simple model 
study because of all the deductions and expenditures 


available. 


International Character 

Thestoun MajOr Olt firms in Canada are not 
only integrated, but also are parts of multinational 
corporations. That is why the proposition that the 
Ganadieam firm tries tO Maximize profits in Canada is 
not a clear-cut Conclusion. Also, it must be noted 
Phat the Canadian part of the operation of these 


multinational corporations is relatively small. 


Table 8 


Canadian Operations vs. World Wide Operations (b/d) 


a md 
a ESEaoSooaoaoaoaoaoaoaoaoaoaoaaoaoaoaoaoaoaoaoaoaoaouaoaaaaoaoeaeaeaeeoeeeaeeeeeeeeeeeeeeeeeeeeeeee eee 


oan Canadian Canadians World World 
Pe Production Ref.* Prod. Ref.* 
Standard.O.. Ned. 140000 430800 45650007) 5270000 
Gulf 92000 201400 505/000 #1736000 
Shell 67700 BALSOO 3759000) | 5042000 
Texaco 26000 131000 2987000 2719000 
*Ref. - Refining Capacity 


Sources: Financial Post Gard Service. 


Energy Memo, Petroleum Dept., First Nat. 
Banke tate yes ond sOLl week ew Unem> LOZ, pb. 23% 
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Pee Ol ner Urn che, miltinallonal probably tries 
to maximize some parameter, whether it is profits or 
sales with a profit constraint etc. In any case, 
whatever the corporation maximizes, it does so for its 
Operation as a whole and not independently for all 
its components or branches. For example, maximizing 
profits for firm A might involve suffering Losses 
for its Bee di oak in Ccoutmy B. Mltecould be so, 
because of a different tax Structure between countries; 
it could then be more rewarding to show profits in 
countries with lower taxes. Maintaining a low return 
plant in an Ae be justified by many reasons, 
such as presecuring the supply of some resource which 
could be needed in the future, barriers to entry, etc. 

More insight into the most likely motivations 
of these multinational corporations could be provided 
by a more complete 100k to their whole world wide 
operations. Thisis the purpose of Table 9. From 
Table Gites possible to calculete the Canadian 
self-sufficiency ratio for Imperial O11 (32.4 percent) 
and Gul? (45.6 percent). These low values contrast 
very heavily with the much higher self-sufficiency 
ratio achieved by the parent company on a world wide 
basis as shown in Table 10. 

Much of the Canadian production is exported 
to the w-S. | Im 1971, 756,000 b/d were exported to 


U.S. markets. But Canada is obviously not the only 
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Table:.10 


Self-Sufficiency Ratio for Major Companies 
in Canada: (1971) 








Companies Canada World Wide 

Standard Oil ; 32.4% 88.5% 

Gulf 45.6% 1 Orel 76 

Shell 30.1% Jaan iy’ 

Texaco 19 . 0% TOOT 1% 
Table 


Or OpimOtec rude bxportcs LO ,Lhey U.S. 61071 





Area Amoune (b/d) 











Latin America 333000 
Canada Ja, 000 
Eastern Hemisphere 576,000 
BOUGCe OL weanosGas wOULla lL Oaliah yest Lo 72. 
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crude exporter to the U.S. A list of these appears in 
Table ll. 

Another interesting facet of crude exports 
fotihe sSh is thetapparentdisinterest of the major 
Ganac teneOld® fics in mporteing Canadianterudes:) lin 
the Oilweek of June 5, 1972, there is, on page 26 a 
list of U.S. refineries using Canadian crude. Out 
“Of the 46 refineries importing Canadian crude, only 
six are owned by the four most important Canadian 
refiners and they usually nominate for small per- 
centages of this whole requirement (except for those 
refineries in the Puget Sound area which rely almost 
completely on Canadian crude). 

Avplausiblelexplanation for this might | be 
thatthe “majong do not feel inclined»to import from 
areas where they own a relatively small percentage 
of the total production, as is the case in Canada. 

A given increase in crude exports to the U.S. for 
example is likely to be more rewarding to them if it 
comes from any area but Canada where very littie of 
the increase would revert back to them compared to 
what they can expect from other areas. In addition, 
the prorationing scheme makes it impossible for any 
buyer to select a specific seller. An expansion of 
Canadian output can then be felt as more revenues to 
a lot of small competing producers. 


Since the major companies cannot directly 
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affect crude output in Canada, it then seems very 
reasonable that they would prefer to see a lower price 
for Canadian crude than what could be obtained by 
competition with other crudes. A higher price would 
seemingly be equivalent to a subsidy to the smaller 
producers. The majors will have to pay more for the 
crude they need at their own refineries while very 
little of the increased value of the crude produced 
would revert to them. With the monopolistic position 
enjoyed by the majors in Canada at the refining level, 
the ability to affect price exists and actions to 
affect it are within the realm of possibility. 
Another aspect which should be noted is that 
the prorationing scheme in effect in Alberta probably 
affects the major companies more than the smaller 
producers. In all prorationing schemes, the pools 
which usually are the most affected are the best, 
those with the highest potential rate of output per 
well and the bigger reserves. The share of owner- 
ship of the major companies in such superior pools 
seems to be greater than their share of the inferior 
pools, meaning that proportionately more of their 
reserves are tied up underground than for the smaller 
producers. This could then appear as an additional 
incentive to the major companies to lower the price 
of crude in Canada.’ Table 7. (p..27) shows! in numbers 


what is said above. We see that Imperial accounted 
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for only 14 percent of total Canadian production in 
1970 though it owned 18.2 percent of the reserves; 
Shell breaks about even and Guif seems slightly favored. 
is this downward pressure Of the price of Canadian 
crude effectively enforced by the major companies? 

An answer to such a question is extremely 
G@tpftcuti. Ine best that can probably be expected 
té to check if the actual market condition would 
allow a reasonable suspicion to that effect, given the 
parameters that can be observed. To do so, the best 
way is probably to determine the demand curve facing 
Canadian crude by calculating the landed prices of 
all competing crudes in all markets already open or 
potentially open to Canadian crude, and see if the 
actual price of, crude is the highest possible in the 
present conjunction. This wiil be the topic covered 
in Chapter 4. But, before we get to that topic, let 


ls booe wae the actual Markets of Canadian crude. 
MARKETS 


The development of markets for Canadian crude 
followed several stages. In the first stage of market 
growth, crude oil from Alberta was mainly used for 
local provincial consumption in the two main refinery 
centres, Edmonton and Calgary. A second stage started 
with the building of the Interprovincial pipeline 


eastward through Regina to the head of the Great 
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26 Fromethis 


Lakes in Superior, Wisconsin, in 1951. 
DOINnt oimhawaseshapped byatankerns»to ypoints Of .con= 
Sunwear conerw east. bOuSarmnia..: tAlberwtay Oli then 
competed in the Prairies and western part of the Great 
Lakes. A new stage of market growth was set with 
the operation of the new Trans Mountain Pipeline 
ine 5S Olle hom hamonzon wass then. sold:im the 
Vancouver Market ae subsequently to refineries at 
Ferndale and Anacortes in the Puget Sound area of 
Washington State. At about the same time the Inter- 
provincial line was extended to Sarnia. 

Having Pere ned such distant centres as the 
Puget Sound area and Sarnia, the Alberta 011 industry 
entered a stage in which the number and size of the 
Markets within the limits of its domestic marketing 
Orbit were steadily increasing. By a further eastward 
extension of Interprovincial in 1957, Toronto became 
the biggest market served with Canadian oi1. In 
1963, an additional eastward extension of the same 
pipeline brought Canadian crude to Buffalo. In 1968, 
a new section of the interprovincial system was 
extended southward to peaao which is still today 
and will certainly be for a long time the biggest 
market available to Canadian crude. 

On another front the Rangeland pipeline, 
Owned and operated by Hudson's Bay Oil and Gas, has 


been exporting increasing amounts of Canadian crude 
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Maeotthes United States PAD district iIv.7/ 


Through 
that outlet, Canadian crude is now being sold as far 
as Arkansas, Kansas, close to the Oklahoma border. 

To date, Canadian crude has completely replaced 
all foreign crudes in all of Canada but that east of 
the NOP line. The development of export markets has 
had to be confined to: the United States since Canadian - 
crude, because of its landlocked position, has little 
opportunity to compete with Middle East and other 
crudes in the world market. The fuel hungry United 
States market with its slightly decreasing reserves, 
constant production and fast rising demand certainly 


offers great hope for ever increasing marketing 


opportunities for Canadian crude. 
PRICING STRUCTURE 


The dominant ee on enjoyed by Alberta .vis- 

a-vis its producing neighbors, as emphasized earlier 

) 
in this chapter, made inevitable the price leadership 
role agsumed) by Adberta cin whe pricimg Ofecrude in the 
different markets where Canadian nade from different 
Origins, compete together. 

The setting of the Canadian crude oil industry 
is an oligopolist one since there are very few pro- 
ducers (four are considered), where one acts as a price 
leader because of its dominant position (Alberta) and 


the others as*"priice followers. Such models have been 
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8 and in very 


Studied by traditional economic theory, ” 
few cases in economic studies it is possible to find 
a model that can be applied so strictly to a real 
world example as the price-leadership-by-a-dominant- 
firm model to the Canadian oi1 industry. 

In this model, the dominant producer sets the 
price for the industry, allows the small producers 
to sell all they an at that given price, and supplies 
the rest. Each small producer then operates in an 
environment in all ways similar to perfect competition. 
It cannot affect price and can sell all it wants at 
the current price. It then faces a perfectly elastic 
demand curve at the going price. Let us draw first a 
market demand curve DD and a supply curve for ail smail 


producers combined, SS; the latter is obtained by 


summing horizontally the marginal costs curves of all 


Figure 3 
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the small producers, giving the amount that they will 
all together supply at different prices. The curve DD 
then shows the total amount of Canadian crude that can 
be sold at different prices, and SS shows how much 

the smaller producers will supply at different prices. 
To find the demand curve faced by Alberta, one only 
has to take the horizontal differences between these 
oo Civeacm(DD-=SS), which will give dd. So, at a 
Brice) pel, , 64) Serta will) not sell any crude. At a 
price p>, Alberta will be able to seli1 an amount 

equal tLOulo Or ac, Since by construction ac=rb. In 

the real world, the curve SS is likely to be quite 
inelastic because of the inherent nature of the oii 
industry. The price Of a barrel of crude will have 

to fall drastically before the output of the smaller 


producers will be significantly affected. Production 


costs are a very small element of total costs, i.e., the 


marginal cost of producing an already discovered 
barrel is very small.2? 

The applicability of the above model has been 
clearly established during the 1956 Suez crisis. The 
closure of the Suez Canal had then put a very hard 
Squeeze on shipments of Middle East crude to the 
U.S. Crudes of the western hemisphere were then called 
upon aS replacements. In 1956 and 1957, Canadian 
exports of crude to the United States rose sharply 


but since the surge was not in the "normal" 
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course of market trends, they declined very sharply 
when the affair was settled and shipments of Middle 
East crude returned to a more normal pattern. Table 
13 shows the impact this surge in Canadian exports and 
production had on each of the Canadian producing 
provinces. 

Facing a decreasing demand for Canadian crude, 
Alberta had toc eee ey Tbs 2956 joroduction by about 
25 percent in 1958 while at the same time Saskatchewan's 
output more than doubled and B.C.'s more than tripled. 
The decrease in Manitoba's output after 1957 is in no 
way related to an unfavorable demand for Canadian crude 
but to declining reserves; it had to wait until 1968 
to get a level of output equivalent to 1957. This 
example clearly shows the insensitivity of the smail 
producer's output to variations in demand; they operate 
exactly as if they were in a perfectly competitive 
setting, selling all they can at the ruling price. 

Alberta, the dominant firm, sells crude in 
many markets, the major one being in the Chicago- 
Sarnia-Toronto-Detroit areas. Let us say that Alberta 
crudes sell in this market at price P. Then according 
to what was said above, the smaller producers should 
price their crude such that it sells at the same price 
as Alberta's in that major market. This proposition 
can be tested easily in the Canadian case, but before 


doing so, some additional concepts should be classified. 
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So far in this discussion, all reference to 
crude has, in effect, been to some kind of homogeneous 
product produced at different locations. This is not 
exact LyasOMmenChudesOlledS.a. liquid mixture) of 
paraffins and other hydrocarbons with a wide range of 
molecular weights and containing varying amounts of 
impurities such as sulphur, nitrogen, and other 
elements. It teehee in specific gravity (relative to 
Water)efeOnmpabout 0.7, to nearly 1.0 with varying 
degrees of volatility. 

The 011 industry does not use the specific 
gravities of crudes to classify them but an Ee onnns 
concept in which the units are called degrees API 
(APIO. American Petroleum Institute); the range is 
Usually from 50/to nearly 10 API° for heavier crudes. 29 
Lighter crudes (higher API) containing more of the 
lighter fractions of the hydrocarbon chain are 
usually more valuable to the refiners, whose products 
consist Of gasoline in the proportion of 40 percent; 


so they will be ready to pay a higher price for a 


5 


31 the Platt's Oilgram Price Service 


lighter crude. 
shows different price schedules for gravity differen- 
tials in the U.S. but the most common practice is to 
Calculate a differential of 2 cents per degree API. 
There are in addition what are called penalties, 


charged in the case of crudes containing more than 


a given amount of sulphur (sour crude vs. sweet crude). 
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Once these adjustments are taken into account, only 
then can crudes with similar gravity and sulphur 
content be considered as equivalent, So care must 

be taken when price comparisons are made that the 
crudes considered really are equivalent and, if not, 
that the necessary corrections are applied to make the 
comparison meaningful. 22 

For the following test, (Table 14) two crudes 


have been chosen; Alberta's Redwater and Saskatchewan's 


Steelman. Redwater's gravity is rated at 35°API and 


Table 14 


Cost Estimation of Two Crudes-Delivery-Sarnia 





crn es ec re ee a we er a ee ee 
— _— 


Redwater Steeiman 
35°API 33-39°API 
Wellhead Price aie eke $2.945 
Gathering Allowance - SKOANS 
Gathering Charge 0.05 0.080° 
Pipeline Allowance - OF085 
Pipeline Tariff - 0.020" 
Trunk Pipeline Tariff? ODO Os 7/5 
Landed Costs (Sarnia) Se baes yy SoeaoU 


4nt field costs. 


through interprovincial pipeline. 


“Via Westpur Pipeline to Cromer. 
Source: Data is from regulatory bodies’ publications 


of both provinces, CPA Statistical Yearbook, and 
Financial Post Card Service. 
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Steelman's is rated in the 33°-39°API range. (The 
latter pool involves different producing horizons 

with different gravities; let us assume that an average 
35°API is not too far off for its gravity.) The 
selected market for delivery of both crudes is 


Sdpgtc we COmMoutae? Ons 90 7as shown in Table.14. 


Terminology in Table 14: 


1. Wellhead Price: there is usually a posted 
Wel ead epriGgentor.every.~f£161d watch is 
published in many specialized reviews or 
journais. This price, unless otherwise 
specified, does not usually contain the price 
of gathering the crude within the fieid or 
moving to some point. 


2. Gathering and Pipeline Allowances: these 
are deductions (usually %%) set to cover what 
is termed “unavoidable transportation losses." 


3. Gathering-Chargé: © this is the tariff charged 
Momdatier tne crude witht che Limits or the 
given field and move it to one common outlet 
at the "entrance"™ of the field. 

AeeePipewine:Tarire:  efrs a price charge*vo move 
BECcuCesErometne lamecs Of 8a field (from the 
outlet of the gathering system) to some 
destination for on-the-spot use of a connection 
to a major transportation system. 


5. es Tounky Pipeline Tarite: ~ price cadrged eo move 
crude through a major transportation system. 


6. Landed! Costs: thissis the total cost paid’ by 
the buyers of the crude at the delivery point. 


All the above information is usually given in 
dollars or cents per barrel. As expected, the price 
of both crudes delivered at Sarnia is quite similar; 
the similarity appears as another example of Alberta's 


price leadership. Given the tariff schedule of the 
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a 
interprovincial pipeline and the price equalization 
of different (by origin) crudes in the major market, 
further implications of the crude price structure 
through Canada can be obtained. The tariff schedule 
of the interprovincial pipeline has been drawn in the 
graph in Table 15 from information obtained on the 
Company Card in the Financial Post Card Service. 
Two different points of origin for the crude have 
been considered (Edmonton and Cromer) and, as expected, 


they overlap perfectly. 


Table 15 


Tariff Schedule of Interprovincial Pipeline 


ee ee 


T From Cromer 
S Edmonton (cents) (miles) (cents) (miles) 

Regina 209 440 = = 
Gretna 2945 ALS int 160 
Superior 3023 LiLOD 2235 505 
Detroit Byte) - A Pies - 

Chicago 45.0 ef ee Sri 975 
Sarnia 48.0 4150 as fe ER | 1155 
Toronto 51.0 Taz 5 40.3 1339 
Buffalo 53 30 LOTS ees 1380 

$/Bb1 





Miles 





I 
1000 


Source :s).. Binanelal.post Card, Service. 
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fiestar it Grestmicture 1S Obviously not, a linear 
EDUCeLOnwOR Gistance gat, least, now On the whole: span 
considered. It has the form of a decreasing exponential 
curve. “It has a linear behavior beyond the 7/00 or 
800 mile mark.) If the schedule were linear, ail 
crudes would have the same price in all markets where 
PieveatessOlon  bue.aue tO .the, nature of the schedule, 
they do not. Looking eastward from Alberta, in ail 
markets within the main market, crudes from Saskatchewan 
and Manitoba will undersell Alberta's; and in Manitoba, 
for example, Alberta crude is undersold by Manitoba's 
even if both will have the same price in the middle 


Great Lakes area. 


FOOTNOTES 


tMoivin G. de Chazeau and Alfred E. Kahn, Inte- 
gration and Competition in the Petroleum Industry, Pet- 
roleum Monograph Series, Vol. 3, (New Haven: Yale Univer- 
sity Press, 1959). The authors give an interesting summary 
of this story in Chapters 4 and 5 of their work. 


-George S. Gibb and Evelyn Knewton, The Resurgent 
Wears om 1 O72 a Newey Orleg (Har pershrOs gl Joi), vp. 8-2. 


3paul Davidson, "Public Policy Problems of The 
Domestic Crude Oil Industry," American Economic Review, 
(Vol. 53, March, 1963). Note part 1 where he considers 
the short-run aspect of production decisions. 
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De Chazeau and Kahn, -op. cit., p. 67. 


~Oilweek, "Product Yield of Canadian Refineries,” 
Dune 3 he /2 bse 34, 


©cassady and Jones, The Nature of Competition 
in Gasoline Distribution at the Retail Level, (Berkeley: 
Univercieveocs Cala: OrhialPress, 951))% 
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Ba new scheme has just been enacted (August, 1972) 
in Alberta where a tax is now levied on underground 
reserves; this emphasizes the fact that ownership of the 
resource is not necessary for the government to get 
revenues. 


o : 
Province of Alberta, O11 and Gas Conservation 
Board Reserves Report, 1972. 


10steila Thompsons "Prorattoning Of Oil] in 
Alberta," (unpublished M.A. thesis, University of Alberta, 
1960)" 





11so9i1 and Gas Production and Taxes," Canadian 
Tax POuUndacicen, © l9637"p. 105. 
teeteiia RHOMpsSOnm OO. Clee >.) 5 0-6lMaincth. 
S. 
1 beak MER (271087000 )"minus* Actual production 
(982,500). 
14... | : 
Om fand*Gas "Conservation Board Reserve Report, 
Vil G 
> : : 
Alberta O11 and Gas Conservation Board: 
MMs yeOceMOneilyestatietics, “Tie O11 “and Gas Industry, ” 


in every annual issue, the posted prices are reported 
in the last pages with all changes that occurred during 
a given year. 


1©nmwentieth Century Petroleum Statistics, (Dallas, 
Texas: Degolyer and MacNaughton Co. Ltd., 1971), p. 63. 


tisee Chapter 2 On National O11 Policy. 
abe Ghazean and "Kahn; Op-.Git. ep. .s62rr. 
1Note: the marginal cost Of producing an 


additional barrel of oil to the province is zero; user’s 
costs are not considered. 


avon the problem of ceést estimatiion in ihe, 011 
industry, see Wallace P. Lovejoy, Paul T. Homan and 
Charles A. Galvin, Problems of Cost Analysis in the 
Petroleum Industry, (Dallas: Southern Methodist Univer- 
sity Press, 1964). 


2) canadian PaxserouncatioOny Opercit., p. 160 
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24 eal 
On barriers to entry in the o11 industry, see 


Eastman and Stykolt, The Tariff and Competition in 

Canada ss(lorontoe:) Macmillan of Canada, 1967  ), p. 324 f£. 
ope Chagea and Kann, Ope cit., >. 222, have used 
a simple model to verify what level of self-sufficiency 
(77 percent) is needed for an integrated producer.to 
benefit from an increase in the price of crude. 





oor nance Post Card (Service: 


2Tahe entire United States is divided into five 
administrative districts which were the districts used 
f£Or petreiewmiadmimisurat onsduritig World jWarrll. oThey 
are divided as follows: 


jeter voemte Mast Coast: Connecticut, Delaware, 
Florida, Georgia, Maine, Maryland, New Jersey, New York, 
North Carolina, Pennsylvania, Rhode Island, South 
Carolina, Vermont, Virginia, and West Virginia. 


b. Adistrictait NorthbeCentral: «illinois, indiana, 
Towa, Kansas, Kentucky, Michigan, Minnesota, Missouri, 
Nebraska, North Dakota, Ohio, Oklahoma, South Dakota, 
Tennessee and Wisconsin. 


Ge distseick LLl South Cencral: Alabama, Arkansas, 
Louisiana, Mississippi, New Mexico and Texas. 


d. distnuck iVveRockcy (Mounteln:= Coloradoseidaho, 
Montana, Utah, Wyoming. 


@. districe VoWest Coast: Alaska, Arizona, Cali- 
fornia, Hawaii, Nevada, Oregon and Washington. 
28 


Richard H. Leftwich, The Price System and 
Resource Allocation, (New York: Holt, Rinehart and 
Winston, 1952), (Revised edition), p. 245. 


29 nne model is a short-run model. 


PaPr° rm Sabtmes pte! alco ret sere PSL .< 

Specific Gravity at GO F 

315 or a discussion of the realism of the usual 

practice. of a°difféerential of ox cents per ART? Sinkkthe 

face of new modern refining techniques, see Petroleum 
Press Service, (December 1969), p. 443. 


ard Canada, Manitoba and Saskatchewan crudes are 
generally heavier and have a higher sulphur content than 
Alberta's« 
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Chapter 4 
LANDED COST CALCULATIONS 


Tie purpose sor this Chapter 1s bo discuss the 
demand curve for Canadian crude oil. 

Canadian crude is obviously not the only crude 
available in North America; it has, in fact, to compete 
in most markets against U.S. domestic and offshore 
crudes from Venezuela, the Middle East, and the Far 
Bast. Ail of these crudes can be, and often are, sold 
in most of these markets. They can easily be shipped 


q 


by tankers, and, once on the continent, be carried 
through a complex and elaborate pipeline system. 

TwO main reasons can prevent their entry in 
Sole Markers. First, there 15 the Simole economic 
reason: long pipeline hauls can make their price 
uncompetitive; and, second, there exist government 
policies regulating the flow of crude in some areas, 
as is the case in Canada west of the N.O.P. Line. 

In establishing the demand curve for Canadian 
GLudewlemic Vely  haldet OpagcCOUnts OGeal Wanon- 
economic factors affecting the flow of crude. Such 
a curve might not even provide much help in terms of 
a better understanding of the prevailing market 


conditions. A more fruitful approach can probably 
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be obtained by postulating the hypothetical situation 
Of complete free flow of crude in all North American 
Weathers, sO vat ine Olly racctor affecting the flow 

Of Crude in any one market is its price competitiveness. 
Hopefully, adjustments can be made at a second stage 

EO aeccemn= Lor any policy constraints or other non- 


price factors. 
SOME CONCEPTS 


Markets 

An acceptable definition of markets, whether 
actually or potentially served by Canadian crude, must 
be provided. Two main assumptions have been used. 
Biyvse | themrerining Capacity Of a region will be 
accepted as its demand for crude. This approximation 
Will) tend Lo overestimate the latter. During the 
first half of 1972, the demand for crude in Canada 


1 and in the 


wos at 90 Dbercentl of the refining capacity 
United States it was 92 percent. second; the demand 
for crude within every market is inelastic. The 
latter has been estimated at -0.10 in a submission 
presented to the Cabinet Task Force by the Standard 
Oil Company of New Jersey.” 

In Canada, six different markets are identified 
as shown in Table 16. 


The definition of U.S. markets as. a.more 


difficult problem, not so much with respect to their 
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59 
size and geographical location, but in the determination 
Ofetheir import eeapacity.. The complication .is, that 
maximum self-reliance appears to be the main target 
Of U.S. policy on the grounds of national security. 

Among other things, the Cabinet Task Force 

EepOrEsstates: 

We interpret. the statutory reference to the 
capacity of the United States to meet national 
security requirements as implying a primary ob- 
jective of protecting military and essential 
Givi tant demand-ageinsi reasonably possible 
foreign supply interruption that could “not be 
overcome by feasible replacement measures in an 
emergency .. . It is evident that another primary 
objective is to prevent imports from causing a 
decline in the petroleum sector of U.S. industry 
that would so weaken the national economy as to 
impair national security. 

Anealterneative applroacn. +O definition of the 

U.S. Markel was £ound in the following approach t0 
Market definition. It is assumed that in every State, 
localeprecuctlOnwcannot be displaced, sO that’ the 


fOtal Jmpore Capacity Of a region will be given by 


Hts total refining Capacity minus its production. 


Table 16 


Canadian Markets 





ye a ee re ee 
— OOO lll 








Name Capacity (b/d) 
Vancouver 26500 
Prairies and N.W.T. Zod sou 
Sarnia 220, 800 
Toronto i71, 400 
Montreal DS 87 300 
Maritimes 281,000 








a a a A A 


Source: Oilweek, June 5, 1972, p. 27. 
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This more restrictive definition could be regarded as 
a Situation of "free competition" between imports, 
plies svecoecoummeingeLhe fact that Ura. total pro- 
duction cannot be affected as a whole although the 
DoteorMeormc chribitTon so. that. production could be 
changed, i.e., the interstate flow of 011 can be 
reoriented. 

This eee Gonsists an fact in applying 
EOlevery state the Same procedure that the U.S. 011 
admivistrarton, Uses in district V, where the quote of 
imports is set at the difference between estimated 
demand and Ls ES Supply.) in OLner Gistricts, the 
import quota is set at a given percentage (12.2 percent) 
of estimated production in these districts. PieLs 
procedure also minimizes transportation costs for 
crude. 

Such a procedure would certainly result in 
inconsistencies when the major producing states were 
considered, but this problem will be avoided by including 
in the analysis restrictions on the amount of Canadian 
siilelexesias ietey elms 1Afs Sy 

The peak MER crude production capacity for 
GConddawine9/2 15 shown in’ Table 17. 

Subtracting the total Canadian refining capacity 
west. of the N...0.P....Line.(.807,250.b/d) —this-leavesexa 
pOtentis A626; 5505 > / chor vexporesico, tne =Uss*% «The 


import requirements for the U.S. have been around 
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Cpe eg rnOe-orethe GSarst halt “oF 1972? and are 
expected to be always increasing over time, in view 
of their decreasing reserves and loss of unused capacity. / 
So, the Canadian export potential cannot Sauer y Luli 
the U.S. import market. Thus any contraction of U.S. 
output is prevented, and there is ample Pex blurey, 
for the reorientation of the U.S. domestic flow that 
would be disturbed by an increased amount of Canadian 
exports-.n im addition, the major U.s. CLOuUGl agmatec, 
district III, will not be considered in the market 
study, amon will be sdistpict — (except Buffalo) since 
there is no connecting pipeline with Canadian crude 
outlets. The crude deficiency in districts II, IV, V, 
the closest markets for Canadian crude, is more than 
enough to exhaust Canadian potential export Capacity. 


The markets considered are listed in Table 18. 


ate me lay, 


Canadian Peak MER Production 


ere em 


Provinces a Production 
ee eee ne ee ee ee 
Alberta 20 8,000 
Saskatchewan 2555 000 
British Columbia 68, 300 
Manitoba er 200 
Others 2,600 
Total 2,430, 800 


a ooo 
cn 





Source: Oi1 and Gas Journal, April 17, 1972. 


Alberta Oil and Gas Conservation Reserve 
Report. 
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Choice of Crudes 

Once markets have been defined, representative 
crudes for each producing area must be selected. Table 
19 provides a complete list of the crudes used in this 
study. For all price comparisons in all markets, 
Redwater will always be used as the Canadian crude, 
except for exports through the Rangeland pipeline 
iInkoradrerrick 2V See (Nes southwestern wart Or district 
II. Using Redwater for these markets was not acceptable 
ih ewer ehempri cing, GEeructures in Alberta, 

In Alberta, as explained earlier (Chapter 3), 
all crudes are aeiead Strpiie wel besOschots the price OF 
similar crudes is the same at Edmonton, The Rangeland 
system which does not go through Edmonton gathers 
crudes from Sundre and southward; that is why Rangeland 
APT°40 is only $2.85 at Sundre versus Redwater API°35 
at. $2.92 al field gate. 

All the prices in Table 19 are those in effect 
OnedUly wea | o/2,e eli this Table: jas Om any .Ouner iprice 
calculations in this work, the Canadian dollar is 
taken at par with the U.S. dollar. On this same 
Table, two items have been added: the sulphur 


penalty and the discount off posted prices. 


Sulphur Penalty 


As mentioned earlier, sour crudes are less 
valuable to the refiner than sweet crudes. That is 


why a penalty is attached to crudes having more than 
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Name 


Redwater 
Oficina 
Tran 
Arabian 
Libya 
Algeria 
Nigeria 
Indonesia 
Bast Texas 
APCO 
Wyoming 
Rik Basin 
Alaska 
Rangeland 
Long Beach 


Dablew19 


Tet vor Crudes 





Posted 
Price ($) 


Band 2 
eihCuikal 
2.467 
2.479 
Si Oe, 
EPise 
3.409 
peels) 
3.60 
Saye 
3.43 
Bree) 
35.20 
2D 
SEpeN 


Discount 
% $ 
Oe) meee oO 
24.3 e002 
AL fee) »640 
230) ~OLO 
15 ae ge 
5 0ee 444 
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— 





SuLonUT Penalecy 
% content $ 





0.54 «O02 
SSIES) »04 
1.66 24 
2-46 40 


ce a NE 


@2yNjo discount is known for Venezuela crude. 


Paverage taken from 011 and Gas Journal table 
for U.S. and Canadian crude. 


Scanadian average. 


Source: Petroleum Press Service; Platt's Olilgram 


Service. 





66 
a given amount of sulphur content. Usually, the 
sulphur content is given as a percentage of the weight 
Opethe ernie. othe, penalty 2s two cents per barrel, for 
every one tenth percent of sulphur content over 0.49 
percent.° Ame@onoerison of, the sulphur, content of 


crudes is not readily available in the oil literature.? 


A partial list was published by the Oi1 and Gas Journal*? 


and has been used to calculate penalties. 


Discounts 
Estimating comparative landed costs of offshore 
crudes on the basis of posted prices tends to distort 
the actual market relationship between crudes since 
posted prices are used for calculating royalty and tax 
payments and are not the prices paid by the buyers in 
transactions. Discounts off posted prices vary a 
great deal from one crude to another. A list of 
discounts for most crudes was available as of January 
Dee UL Ct eho lye LOY Becalsemt here have 
only been price changes since January 1, but no tax 
structure changes, the same rate of discount prevailing 
January 1st has been applied to the July 1 prices. The 
estimates obtained should not be too far off since 
discounts are mainly affected by the total tax-paid 


cost of production.++ 


Tanker Rates 


Other important data for the landed cost 
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Calculations are the tanker freight rates. Accounts 
Of the price variations Of the tanker freight spot 
rates™are regularly given in publications like the 
Platt's Oilgram Price Service and the Petroleum Press 
Service. Although these rates are effectively the 
rates that would have to be paid by any one refiner 
who would decide one day to get a tanker load of offshore 
(Oi these mates once necessarily those agreed upon 
between tanker owners and refiners in long-term con- 
tracts. “lnpaddition, most of the major oi], companies 
have their own fleets, but no data showing the extent 
of the major oil companies’ self-sufficiency in tankers 
is on hand. 

The tanker rates used were taken from the 
Appendixel. yon Ene U.S. Cabinet Task Force Report. 
These rates were based on the submissions of several 
Oil companies and are probably closer to the long- 
term rates paid by the major oil companies. Asa 
matter of comparison, the LR=1- rates in June, 1972 
were at W75.4 on the spot market while the values 
used in the calculations will be equivalent to about 


12 


W55 Mheswrarces used for ditferent rovres ape all 


shown on Table 20. 
LANDED COSTS CALCULATIONS 


It is now possible to establish the price 


comparisons. Ten items are considered in Table 21. 
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Table 20 


Tanker Rates 
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From A) $7 Bol. 
Perstan Cule (G5— Ras Tanuras East Coast 4 GR 
and Kharg Island) Gulf Coast ne 
West Coast) SOUL 4 The) 
West Coast North 5 PMS) 
Mont real* 2/9 
Alaska lex €oom Eniet ) Vancouver CRS) 
Puget Sound eae 
San EPrancisco eh) 
Los Angeles -o5 
Venesuela (ex Puerto la Guile @oast Ade} 
Cruz) East Coast 28) 
; Montreal oe 
Libya (ex Ras Lanuf ) Bast Coast 296 
Montreal 2296 
Algeria (ex Arzew) Bast Oeste Zoo. 
Montreal SPA evk 
Nigeria (ex Forcados) Gulf Coast eters 
East Coast 2354 
Montreal 4 Shes) 
Indonesia (ex Minas) West Coase South -498 
West Coast North - 06 
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*To Toronto, Montreal rates will be used, plus 


Seaway Chargese( .448/LT equals ©2059 ¢/Bbel) jf plus ..04 ¢/Bb1 


ifetenker races (he .02%¢/ebl Log pollucionp levy Ys included 
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To save space on the table, the headings have not been 
repeated but numbered. The numbers denote: 


- Posted Price 

- Gathering Charges 

- Trunk Pipeline Tariff 
eelanker Rave 

Ueowat moore. Taracr 

- Total Apparent Landed Cost 
- Discount Off Posted Price 
—Soulphur Penalty 

— Real Landed Cost 
—~PricesDifreremntial witharespectsto Redwater after 
gravity adjustment. 
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On Table 22, all relevant data for all markets 
have been tabulated. The first three columns show the 
delivered pricesof the Canadian crude,,the cheapest oft— 
shore crude, and the cheapest U.S. domestic crude in every 
market. Columns 4 and 5 then show the required posted 
price in Edmonton in order for Redwater to sell just at 
par with, first, the cheapest of all crudes available 
in the market, and, second, the cheapest available 
Us ecrudcuwen lee eaten pessei.blestOar i nd,OutRE Or 
every posted price for Redwater which markets would be 
accessible to Canadian crude. These calculations are 
shown in Tables 23 and 24. The procedure followed in 
the case where a state has been divided in two distinct 
markets was to subtract the whole state production 


from the refining capacity of the first of the two 


markets in which Canadian crude enters. 
INTERPRETATION OF RESULTS 


In the case of free trade among imports, Table 











~ a9 Pi ie Pens? 
7% EY tel SO 
« ~ a nat aoe ty ae Oe ae 
7 
® a i 
" . th 5> 
i 7 
5 werk 3 
~ . * - ve a ad 
i 
a . 
1 - 7 
7 a ” 
¥ = ~ 
ae ob DO 
; Mi —— —- - ‘oe 
i y . ' “— pis j-uk a 
m4 ¥ 7 
adie f«~« 
e ne 9 ‘AL: ty.) S94 
- 7 - 5 ba a. 
x - é . | 
7 ~ i : 9 ‘ i? a rg iy a 
. ‘ ae ‘ 7 - 
‘ ~ 
# 


2 


- 





+s 


a4 





Ros, <iheavte savas. oF 


te 2 giln 


a ® 
sein. sbyo sii 


_ 





Owe “io 2 Jenit, ats 2 Pas 





Comparison of Landed Costs of Crudes 


a ee ee 
So en ee nr TE a 
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San Francrescos. 7/3 


Los Angeles 
Billings 
Denver 
Minnesota 
Wisconsin 
Kansas 1.** 
Ze 
Michigan 1. 
ae 
iaune > Abe 
2 
Tndiana 1. 
2s 
PiiynoOl Sel. 
Ze 
Buclalo 
Vancouver 
Praiyvies 
Sarnia 
‘EOBOnEO 
Montreal 


*This is the required posted price when compared 
to Alaska crude, but only about 30,000 b/d of Alaska 
If a comparison is made with Cali- 
fornia crude, then the prices should read in order: 
2.86. 


crude are exported. 
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**Categories 1. and 2. denote two separate maGkecs, 


as in Table 18, 
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Tabileo23 


Free Trade Case 
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ee nr ee 
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Market Capacity (ba) Total 
Billings 26, 900 
Wisc. 51,000 
Minn. 124300 
Pavers wee ou se) OU 5007150 
Denver 25,000 Sees L Oe) 
Mich. 2.* 627,000 ew 
Sarnia 220, 800 So 
imdvatiaw 057,000 
Tllinois 1. 339,000 1,654,550 
Ohio 1. 407,000 
Mich 1. 92,600 2,154,150 
Indiana 2. 43,500 2,197,650 
Illinois 2. 562,000 2,759,650 
Kansas 1 & 

2 244, 000 BES , 090 
Ohio 2. 109,000 3,112,650 
Buffalo 92,000 3,204,650 
Vancouver APP SIONS 6) spe 12/219) 
Puget 306 , 000 Se OSig. 950 
Toronto 171, 400 3,809, 350 








*For Clarification of categories 1. and 2. see 


Footnote, Table 18, p. 63. 
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23 shows that a posted price of $2.55 for Redwater 
would provide Canadian crude with all the markets it 
can satisfy. No posted price over $2.90 was considered 
since for that price, Iranian crude could be shipped 
to Edmonton via Vancouver. If the Canadian market 
west of the N.O.P. Line is considered as captive, 
then a posted price of $2.61 would exhaust all the 
Canadian export potential LOgenewULS. 

Ineview!s of. the option. opened) to’ U.S. refiners 
to swap their offshore tickets, the above treatment 
overestimates the competitiveness of Canadian crude. 
A U.S. refiner can swap his offshore tickets, usually 
with a coastal refiner, for domestic crude. The 
value of the ticket is not the difference between the 
delivered cost, of U.S. crude minus offshore crude at 
the refinery but will usually sell for a value which 
is closer tc the difference between the average price 
of U.S. crude on the Gulf Coast and the landed price 
of offshore in the same area. So in fact the real 
DEACe.OnmAmbe Ere Sore OnEsnoOrceim anyeparesonedisterices 
I-IV is the same and according to the data, is $3.03 
for all refiners, thus reducing considerably the com- 


petitive edge of Canadian crude. 


Non-Conformity to Reality 


The results from the free competition between 
imports model appear inconsistent with the present 


posted price of $2.92 for Redwater; too much Canadian 
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crude is sold for the going prices. A plausible 
explanation is that the tanker rates used in the price 
comparisons are too low and that the impact of the 
tanker spor vetes 2s nigher “than expected. 

This argument is hardly convincing. To adjust 
tanker rates to present spot rates would increase costs 
by about 20 to 25 cents, which is not enough to explain 
what is really poets. oe As for the coastal refiner 
who will effectively buy crude with the tickets he 
gets from nis allocation or from swapping arrangements, 
it is very likely that he must go into what could be 
called apernenen: swapping arrangements" with inland 
refiners who will exchange their tickets permanently 
with this same refiner. The coastal refiner with a 
steady given amount of tickets available can then go 
into long term contracts with a tanker owner and thus 


avoid the higher spot rates.?? 


The inland refiner who 
does not contract with tanker owners is also well aware 
Or che Long-term prices fOr = tankers: Long-term CONEraActs 
‘are arrangements well documented in the oil literature; 


Platt's Oilgram has a very complete price information 


service. 


SpseCidue callus, OF Canadian Crude 


Another explanation might well be that Canadian 
crude is not competing against offshore crude on the 
same level. A somewhat special status for Canadian 


crude has often been implicitly recognized in the U.S. 
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oil import policies and statements by U.S. officials. 


Special Status of Canadian Crude 
As Expressed by U.S. Government 





When the mandatory controls were enacted in 
1959, Canadian crude was not submitted to a quota but 
was exempted under the overland exemption clause, +4 
although there were intergovernmental agreements ke) 
limit quantitatively the flow of crude. At this time 
some form of hidden tariff was placed on Canadian 
crude since it was not considered as an eligible 
inpuL format he allocation, of gimport, tickets, for 
cheaper offshore crude.?° 

In district V, which enjoyed a special treatment 
at the beginning of the mandatory controls, the crude 
quota is set at the difference between estimated demand 
for the calendar year and estimated U.S. and Canadian 
supplies prcduced or shipped in the dist CegandEso), 
in the words of the Cabinet Task Force, the producers 
of district V are totally protected from papoceetbn 
Later, in the report, the members express their eae 
on the pricing of Canadian crude: "At present, 
Canadian O1llactually sells, £o0r) about 50 cents per 
barrel below the price of comparable U.S. 011 in the 
Chicago»market.; This ANOMALY? / apparently results 
from intra-Canadian price competition with imports 


in the Ottawa River Valley, and the fact that Canadian 


prices did not follow the 20 cent price increase in 
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U.S. oil last February."18 


OneMarche 2110720 Mr. MHolltsoM. Dole,’ Assistant 
Secretary of the Interior for Mineral Resources, said 
DUblaclivyetchar “the days: or Canadian import restriction 
are numbered or, if they remain, they will be lifted 
toward the practical limit of Canadian crude capacity." 
According to the Journal, he meant before the end of 
this year or "certainly not later than the next year."t9 
This special position enjoyed by Canadian crude could 
ResuLtL erromerheiiact that inethe"eyesof ‘the U's ., 
Canadian oil is "nearly as secure politically and 


militarily as our own. "29 


Special Status of Canadian Crude 
As Shown by Industry Behavior 


The situation announced by Mr. Dole seems to 
have arrived. From Table 17, replacing Alberta peak 
MER capacity by its present operational capacity of 
1,254,000 b/d, the total Canadian production now runs 
aim /2,0000b/ds Since 778,000 b/d" are used in the 


41 this leaves 795 7000 ©b/ ator exports 


Canadian market, 
LOeciGcil.S aoGine texports cof crude footthe UlS.-swere 
756,000 b/d in 1971. Thus the line capacity was 
really fully used. The need for expanded facilities 
was emphasized lately in The Globe and Meee when 
they menticned that Alberta crude producers "will 


be hard pressed to substantially increase crude output 


above the present 1.15 million b/d because of restric- 
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she 
tions on gathering pipeline capacity in the fields 
which has not kept pace with the capacity additions 
incorporated in the past year in the main transmission 
facilities." 

In 1971, the capacity of the Trans Mountain 
Pipeline was increased to 380,000 veer Such an 
expansion of this line raises two interesting points. 
First, this means that there is still a very good 
demand for Canadian crude in the Puget Sound area 
where offshore crude could be landed at 50 cents 
Cheaper than Canadian, but is not; and second, the 
opening of the Prudhoe Bay production is probably 
not expected to capture that market in three or 
four years when production should go on stream. 

It rather suggests that Prudhoe Bay crude might replace 
offshore imported crudes in the San Francisco and 

Los Angeles markets, and at least partly bypass 

Puget Sound which is supplied by North American 

crude. 

In 1970, there were important changes in the 
U.S. oil import regulations with respect to Canadian 
Grude. §SilneLI66y *Canadianteride? although=nov sub= 
mitted to a formal quota, was included in the total 
import quota of districts I-IV. In 1970, on December 
22nd, a formal quota was placed upon Canadian crude 
as provided by the amendment of presidential pro- 


elamation 3279 of March 10, 1959. The provisions 
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now offered are those spelled out in revision 5 of 
the Oil Import Regulation I as amended through March 


24 


ce as a A. Dries summary .of section 23 of these 


’ 
regulations which deal with Canadian imports in 
districts I-IV follows. 

A refiner who was using Canadian crude in the 
last half of 1970 is entitled to an historical 
allocation, any increase of which is set by the Oil 
Import Administration. The difference between the 
total Canadian quota and the amount allocated on an 
historical basis is then divided among other eligible 
refiners on an input basis. The eligibility con- 
dition is for the refiner to have a “facility capable 
of processing Canadian imports, "2°? although he could 
Swap up to 50 percent of his allocation in exchange 
for U.S. crudes. A refiner receiving both a Canadian 
and offshore allocation can get an additional Canadian 
allocation, but onlysup to.two thirds of the offtshore 
allocation and it shall be charged against the 
latter. 2° 

An important advantage now open to U.S. 
refiners using Canadian crude is the build up of an 
import position over time. In the allocation of 
Canadian crude, there are no specific limitations 
set upon the percentage of rELineLry input that can 
be imported. The past import history of a refiner 


is, in that respect, very important. Such a Limitation 
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exists for offshore crudes which are allocated only 
an input basis to all refiners whether they are 
physically capable of processing it or not. Knowing 
the price differential between U.S. and Canadian 
crude, and the value of an offshore ticket, it is 
possible to express the percentage of Canadian crude 
rather than offshore that a refiner must have to make 
an equally Soritabie transaction. Let us give 
an example. 

Aeretiner naswa’ LO0sb/d* refinery which can 
be supplied with U.S. crude at $4.00 per barrel, 
Canadian crude at $3.50 per barrel, and offshore crude 
at $3.00 per barrel. Using only U.S. crude makes a 
total expenditure of $400.00 on inputs. If the 
refiner can have ten percent of his total input 
Supplied with offshore crude, the total expenditure 
Pearse [OSU 0MeelPerhe @reriner- wants to Switch to 
Canadian crude, he will then need to supply at 
least 20 percent of his total crude requirements 
from Canadian sources to make an equally profitable 
deal. This can be expressed by the following relation: 

Aa -PClPt where a is the percent of Canadian 

Pus=Pc ; ‘ 

CEhude input, c is the percent or 
offshore crude input, Pt is the price of an import 
PickeGyePuseisethe= price vor *UTS 7 crude. wand =rcrere 
the price of Canadian crude. 


Such a position build up seems to effectively 
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Occur. In 1971, 756,000 b/d of Canadian crude were 
imported in the U.S., 545,000 b/d of which were for 
districts I-IV. Since the refining capacity of the 
refineries using Canadian crude is 2,463,150 b/aZ/ 

in these districts, the average Canadian crude input 
of these refineries is about 22 percent. The total 
refining capacity of those refineries not using 
Canadian crude in these districts is around 8,400,000 


QO 
29 Of Morr shore 


b/d, 28 and they had to share 640,000 b/a 
crude on 1971, thus making an average input of less 
than’/s5 vercent. 39 

Reasons for such a build up, apart from the 
possible short run price advantage resulting from 
a large enough percentage of Canadian crude input, 
can also stem from the anticipation of higher prices 
for offshore crudes. The clauses of the 1970 Teheran 
agreement provide for an additional tax paid cost 
increase of some thirty two cents per barrel by 197 
thus increasing the profitability of a switch to 
Canadian crude. Such a switch must be decided upon 
early by a refiner since allocations are given for 
a one year period ena the position build up is a 
long run process. 

In view of the constant overestimation of 
U.S. domestic crude production in the last couple 
of years, more versatility in the crude supply can 


be an asset to any refiner. A change in Canadian 


5 



















coi slatery astivalns Sv 
m4 on enet siete 7) ae BaP eee sy 
nh ee ee her ¥ 





A) Skies siethaniea egestas iia wera 
7 aa 

se He Se Ree RE) ead Be Soot a0. 

yt 8 i eboney, seri ae “qHvneteo onibetaen 7 


vo bnloge @) eto base g6? eae #3 abo? webheneD # 


‘Sio7 ony 


St See ee PE a stiaete oF Dat Ports eyes 2S, tye ar 
an we e i] 
“ ody oe Sey pat Riaet auiine”, £021 co Sha. | 

sbi 3 ati ee OE seating 255 Sain Z 


S33 wae Vik jr tied ay 442+ Sateen" oe Sr he 

“i foluoirt ~}tetqer hs? “apie aie SiodeS otdieeog | 

{in nebienee oe ‘Qa he tae AAeOnS. Sipe ie 

NOLtAQCS eng {apt HE deste OIL BD 

. tS 30 wipe pie fl le soit se vortedto.2e? 

oo bosib ns 30% abivevg as a 

rolled ons Rie Gui; sabi ie casexcnis’ ~ 

Lue © fo pedbbee peat oat sibanstenty ede ig te 

Ogu Osi!) yah Gel dole teh res Ge ty wohes) nekBeand > ae 
762 ASVi oc: fom any 6aeee ee a aha re 

rar: 3 amet Shs pieces in Ian boo) 


- int 
os Shes 1 on 7 ' & “ft evs , 
ee a ves ; peta = 


* a _ ro 
BD : : 

es - 
- as e - 








93 

nominations can be made every month whether it is 
in the amount allocated through a license or ina 
case of hardship where an additional allocation of 
Canadian crude can be obtained. Offshore supplies 
are not as flexible and it may take two or three 
months before a shipment from the Persian Gulf can 
be ordered and delivered. 

As an addendum to this chapter, Table 24 
has been included to illustrate what should be the 
posted price of Canadian crude should there be a 
North American continental energy policy where Canadian 
crude would officially have the same treatment as 
i566) Crudene Ola t Canadian crude was, in fact, already 
considered as an import that cannot be displaced 


by offshore crudes. 
FOOTNOTES 


loiiweek, June 25, 1972, p. 23. 


*oi1 and Gas mona, qialyics ie) O12 are. Boo. 


3cabinet Task Force REDOE,) OD; (Glug Desc. 


4cabinet Task Force Report on Oil Import Control, 
wine Ollelmport Question,’ p. 8. 


This fixed percentage has now, for any 
practical purpose, been abandoned in 1972; production 
imedistrice sl—1V runs at 8) 347. 000°b/d, while, zmports 
are at 1,435,000 b/d, which is 17 percent. The same 
treatment as in district V is now really being applied, 
(See Ol lwand: Gas Journal, Uuly 31, 1972, p.- 87). 
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Table 24 


Gamacian ivs ..aliasi 





Posted Market 

Price 

3.64 Canadian NOP 

& OVCrF Minnesota 

ie ee Wisc. 

Sat 2 Mvch pee? t* 

3.26 Micnels. 
One i: 
Puget** 

3923 Diirove i 2 
tnd Bana ai: 

Sie Bie Bao 

Shia] Billings 
Ohvou2? 

33 06 Ranses ls. 

3704 indtane a2 3 

SOs Livinors 2% 

ZI? Denver 





*For clarification 


POOENOCe™ Fable "6" tp. "63 - 


Alaska. 


Capacity b/d 





134,500 
51,000 
32,000 
92,600 

407,000 

276,000 


339,000 
537,600 


92,000 


26 , 900 
109,000 


244,000 
43,500 
565,000 


25, 000 





941, 750 


992,750 


1,024,750 


1, 800,350 


2,676,950 


2,768,950 


2,904, 850 
3,148, 850 
3,192,350 
3,757,350 


3,782,350 


Of "Categories i". "ands . see 


**About 30,000 b/d of crude is imported from 
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Information obtained from Imperial O11 Company. 


%oi1 and Gas Bourne eanviany oi, 1972, p. 100. 


10911 and Gas Journal, November 11, 1968, p. %6. 


11No discount appl tes (bo tCanadvan “crude. »'The 
following check has been made to test that assertion. 
From the Sitmmamwy sor eMontiily Statistics of the Alberta 
Oil and Gas) Conservation Board, the posted prices 
shown for every field were multiplied by the total 
Gutpug@lot @hewiield for the field for the year. All 
fields then summed up and the total obtained was then 
divided by 2se"tOrel mumber of barrels produced to give 
the average price Of a barrel of crude. Then from the 
Crude Petroleum and Natural Gas Products Industry 1968, 
published by Statistics Canada “(No: 26- 218) Atiehe edolilar 
Value tor total shipments of Alberta crude oil was 
divided by the total number Of barreis to obtain the 


average price: per barren. Sif discounting thas been 
practiced, a discrepancy between the weighted average 
field prices and the implicit average price would be 


expected. The two calculations resulted in virtually 
Eheomsate treo umes ($2545 and 62.5447). The same test 
was made for the year 1958 when Canadian output had 

to be contracted after the Suez crisis and once again 
no evidence of discounting appeared. 


l2manker rates are given for different sizes of 
@ankers; ep -leis fOr tankers of 45,000 to 79,999 dead- 
Welght consi hewigures following the "W"s *on the 
weighted average world tanker freights were assessed over 
themperiodiitrom the loth of one month to the 15th cf 
the following month and are expressed in relation to 
Worldscale rate. 


5 : ; : 

Escalation clauses are sometimes included in 
Long-term contracts; the spot rate can then affect the 
PONG =eerne rales. 


“Nese was also exempt for the same reason, 
although imports were limited by agreement to 30,000 b/d. 
Scemole rer on. Git,, Chapter G and Cabinet’ Masi Vorce, 
OD eelcrr ogo of. 


1° tmport tickets are allocated as a percentage 
Opmomresiier 2eaccreqate input on a) sliding cule basis, 
biased to favor the smaller refiners. 
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Capital letters mine. 


Sepia Task Force Report, op. cit., p. 45. There 
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have been price increases for Canadian 011 since then, but 
lee eolvowed oa similar 25 cent increase in the U.S. in 
TOTO. 


t Oi1 anor GcseweOurnad, March 27, 1972, ps 39. 


20oapinet Task Force Rewer SOD, 8Clt.s, pare 427, Bs 


-1 oj iweek, me N72. an 23 


22phe Globe and Mail, Repert on Business, August 
23: 61972 frp eel | 


23prans Mountain Pipeline Company Annual Report, 


BPO 71. 


24 nited States, Department of the Interior, Oil 
Import Administration. 


Z ‘ ' ‘ 
a0 rs Ovlg@iunpert Pred ubarr ony mSectione23—b. 


Gus. Oi Import Regulation I, Section 23-m. 


2’oilweek, UUNe morsel od 2 a. 206 


28y.5. Department of the Interior, Bureau of 
Mines, Mineral Industry Survey. 


2°041 and Gas JVOUrnaL. January oi, 19/2 ips Sb 


30rhis figure is favorably biased towards offshore 
crude since part of offshore imports are for petro- 
chemical plants and some refineries also using Canadian 
crude. 


Gnc ta: and Gasmiiournal) “MancheZz0), 19724 pw ul7. 













id nei? eenle £ie Peta io : a 
me «ei ial seus yes Ck Gagh 
: | ¥., eens a 
oF ou ORL (Ve men <iaacatiah cael daa deen 
‘+ Loa ; bl 1 : 
a it 2-39, 


O04 1b at Li “SS -xeaed vasa ovine 7 ae w 
. Se lage  ed «ORE eR Jameel a 


ch Moti id teepaas taGi+8s uf Hite iis ' 
Ss 7 aes es aa 
ee MS LF Y Ts oe ‘sige 148 wRiS late (Seay Se’ 
a a : i : 
, Ay alii sigue sso 1 red ash 
i, as \d a 
| : poe wg 4 62 . et 1... LP sesame: ek. 


Lov eee Levee’ ,2onm 


icGee +20 vastaet | jet elma” 
aig . 7 oe i Fepis: 
; 2 fee dd & its Vi = cacti gy ‘pid? we ' 
i shoa “nih soe .ednth qh ie Soegeeg oeeke 
+ (tse el: isiieh ee Site ns ean: Lan eme 


Chapter 5 
CONCLUSIONS 


The first conclusion to draw from this exercis 
is that there is no free price competition between 
exports imv~the UG. Markets since the results obtained 
from such a model are in contradiction with reality. 

If the landed costs of imported crudes in the U.S. are 
not what directly determines their competitiveness, it 
does not mean that there is no form of price competition 
between imports. 

The reason why free competition does not apply 
could stem from the U.S. oil import regulations ener 
apply a different treatment to Canadian and offshore 
imports, thus altering the relative economic attrac- 
tiveness of both crudes. The impact of the regulations 
on the long-range economic value of each crude, that 
stem from the historical import pattern of each. refiner, 
the sliding rule basis for import tickets allocation 
and the restrictions on eligibility for allocations 
Makes 1c very difficult to attach a number to the 
economic value of each crude and makes every case 
different. It appears that more detailed information 
on the position of each refiner should be obtained in 
future studies. 
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There is also quite an indication of the 
presence of non-price competition between imports: 
1.e., Canadian crude, as is the case for U.S. crude, 
Cannot be displaced by offshore imports because it is 
part of the domestic supply. Remarks and declarations 
by U.S. officials bring some substance to that hypo- 
thesis. The claims regarding the precarious price 
position of Canadian crude by some private oil 
organizations like the Canadian Petroleum Association 
and company spokesmen are difficult to reconcile with 
the evidence in this study. | 

In summary, to state in clear-cut figures 
what the price of Canadian crude would have to be 
in order to be operating in the relatively elastic 
part of the demand function is not possible at this 
stage; more insight is needed on the goals and 
motivation of the U.S. government and the companies 
involved; but at least the following can be said. 


inethe middie 2360's. Canadian crude was 


’ 
considered as competitive in the U.S. Midwest markets 
end the rapid gains scored annually by Canadian crude 
are valuable proof of that. -Since then the price of 
U.S. crudes has increased by 40 cents and Canadian 
crude by 25 cents plus an additional 20 cents to 

U.S. buyers because of the rise in price of the 


Canadian dollar. The mathematical formula outlined 


at the end of Chapter 4 has emphasized the direct 
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relation that exists between the price differential 
of Canadian and U.S. crudes and the price of import 
tickets. These tickets used to exchange for $1.45 
mel 1969.7 Now they exchange for about 85 cents. 

This 60 cent gap leaves ample room to believe 
that the position of Canadian crude has greatly improved 
and that a Canadian price increase of some 15-20 
cents would only réstore now the situation existing 
then. Finally, the stress imposed upon the crude 
Lransporeatton facilities in Canada by a too rapidly 
growing U.S. demand is an interesting sign that the 
present price of Canadian crude might be increased 


without any harm to its competitiveness. 
FOOTNOTES 
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